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1

2

prom ote  winte r e ffic ie ncy. All of the s e  ite m s  we re  le gitim a te  corpora te  e xpe nditure s

prope rly a lloca te d to the  compa nie s  of UNS .

3

4 Accordingly, the  Compa ny will re fle ct a  re duction of $1,823 in its  re vise d Corpora te  Cos t

5 Allocation adjustment.

G. Valencia Turbine Fuel (RUCO Income Statement Adjustment 14).

Q-

6

7

8

9

10

11

12

13

14

A.

Do you agree with Ms. Diaz Cortez's adjustment to remove the Company's

adjustment for Valencia turbine fuel?

Ms. Diaz Cortez again claims that the Company would double recover if the Valencia

turbine fuel adjustment is included in the Company's cost of service. Ms. Diaz Cortez'

argument is part icular ly confusing because under any of  the proposed PPFAC

mechanisms the ultimate actual cost of  prov iding energy to the customers of  UNS

Electric is all that will be passed on to the customers. The Company proposes that the

Valencia fuel be added to test-year expense to more accurately reflect the base cost of

fuel, purchased power and purchased energy expected going forward. This was done

using the f ixed, known and measurable information avai lable at the t ime of  UNS

Electric's rate application. We know that in the future when the Pinnacle West Capital

Corporation contract expires that those cost will fluctuate and most likely increase, but

that is the best information we had at the time of our filing.

15

16

17

18

19

20

21

22

23

24

25

26

27

But, as I say above, that is only setting the base cost, ultimately the actual cost will go

into a deferred regulatory account and the customers will be charged the approved base

rate of fuel, purchased power and purchased transmission cost and any applicable PPFAC

charges in the future. The  ne t re s ult is  the  colle c tion of a c tua l cos t,  with  no double

recovery.

26
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1 Therefore, as shown on Schedule SURR RLM-8, column~ (T) and

2 supporting Schedule RLM-14, this adjustment decreased test-year

3 expenses by $66,797.

4

5

6

ODeratinQ Income Adjustment No. 20 - Non-Recurrinq/Atypical Expenses

After analyzing the Company's rebuttal testimony, is RUCO revising its

7 adjustment to non-recurring/atypical expenses?

8 A. No. This adjustment is based on background information I obtained

g during the discovery period in UNS's recently filed Gas Division rate case,

10 Docket No. G-04204A-06-0463. Specifically, I had discussions with

11

12

Company witness Mr. Gary Smith. During a particular conversation I

expressly asked for clarification of the entries noted as "M.A.R.C. Training

13

14

(Union Training)". Mr. Smith indicated this training was a one-time only

instructional session to acquaint Company personnel with working in a

15 unionized environment. Based on that conversation with Mr. Smith, I

16

17

selectively excluded only expenses denoted "M.A.R.C. Training (Union

Training)" from data provided. Therefore, I continue to recommend

18 disallowance, as this is not a recurring or typical test-year expense and is

19 not appropriate for inclusion as a rate case operating expense.

20

21 Therefore, as shown on Schedule SURR RLM-8, column (U) this

22 adjustment decreased test-year expenses by $14,251 .

23

Q.

17
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Page 899

1 have some kind of a session to bring us up to date with

And I said, it was one time; it's2 working with unions.

3 over with? And he says, yeah, that one particular

4 expense, we wouldn't be doing it again.

5 So the conversation ended. I put it in my direct

6 testimony. I put in my surrebuttal testimony in the gas,

7 and it was discussed I believe in the hearing and

8 consequently -- well, it wasn't denied in the UNS Gas

9 case. So in the UNS Electric case I asked for a data

10 request asking for the similar expenses to Mark training.

11 Q. Sir, all I need to know right now is, is RUCO

12 only proposing to eliminate the expenses associated with

13 the Mark training or is there more to that adjustment than

14 you're now testifying to?

A.15 No. What I am saying is that when Tom Ferry was

16 on the stand and he alluded to that is an ongoing expense,

17 if that is true, then I would not make the adjustment.

18 So what we asked them was if you provide a

19 late-filed exhibit showing that that particular Mark

20 training has occurred in other years, at other times, in

21 our final schedules we will not make that adjustment.

22 Q. So, sir, if the Company provides the filing next

23 week and it indicates that Mark training is a regularly

24 occurring training, RUCO will change its option on this

25 topic?

aaaama*
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Summary of MARC Training Program Dates
(Management Associated Results Company, Inc.)

Completed training:

Full three-day program:

o
o
O

February 28, March 1, 81 2, 2005 - Tucson, Arizona
November 1, 2, & 3, 2005 - Kingman, Arizona
November 8, 9, 84 10, 2005 - Flagstaff, Arizona

o
O

March 7, 8, 8¢ 9, 2006 - Show Low, Arizona
May 9, 10, 8¢ 11, 2006 - Flagstaff, Arizona

o January9, 10, 8¢ 11, 2007 - Flagstaff, Arizona
o April 17, t8 81 19, 2007 -Tucson, Arizona

Proposed training is scheduled as follows:

Full three-day program:

o February 12, 13, & 14, 2008 - Site to be determined (probably
Flagstaff)

o 2010 - Tucson, Arizona (date TBD)

• One-day refresher training:

O
o
Q

September 9 8= 10, 2008 .- Kinsman, Arizona
September it & to, 2008 .-. Flagstaff, Arizona
2008 and 2009 - Tucson, Arizona (dates TBD)

Classes included employees from UNS Electric, Inc. (Mohave a. Santa Cruz),
UNS Gas, Inc. and Tucson Electric Power Company.

£4
\

MM5E57
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Page 1358

MR. MAGRUDER:

ALJ WOLFE:

None.

No objection being heard, UNSE~59 is

admitted.

(Exhibit No. UNSE-59 was received into evidence.)

ALJ WOLFE: Do you have a procedural issue,

Mr. Magruder?

I have aMR. MAGRUDER: Yes, Your Honor.

procedural issue. It involves Magruder data request M-1.

And I presented that very early, and I did not include all

of the foundation. It really is a part of data request

1-8. And I would like to just add the supplemental pages

to Magruder data request M-1 so the complete foundation

for that one piece of paper is found in one place.

ALJ WOLFE: Well, M-l was admitted already. Have

you provided these additional pages to the other parties

for them to look at?

Then IMR. MAGRUDER:

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

MR. MAGRUDER: I have already shown them to UNSE.

I have copies here for everybody.

ALJ WOLFE: That's what you need to do if you

want them to be considered for admission.

Mr. Magruder, for the sake of clarity, I would

rather have this marked as another exhibit. I understand

that you're saying that it supports M-1, but M-1 has

already been admitted without objection.

I understand, Your Honor.

UNS Electric / Rates
E-04204A-06-0783

10/2/2007
Vol. VIII

Arizona Reporting Service, Inc www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix Az



180



1

2

3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
MIKE GLEASON- CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

I

5

6

7

8

9

1 0

11

1 2

IN THE MATTER OF THE AP P LICATION OF
UNS ELECTRIC, INC. FOR THE
ES TABLIS HMENT OF JUS T AND
REASONABLE RATES AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS  OPERATIONS
THROUGHOUT THE S TATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATING FINANCING

) DOCKET no. E_04204A-06-0783
)
)
)
)
)
)
)
)
)
)
)1 3

1 4

1 5
Re butta l Te s timony of

1 6

1 7
Da lla s  J  Duke s

1 8

1 9 on Behalf of
20

2 1
UNS  Ele ctric, Inc.

22

23
Augus t 14, 2007

24

25

26

27



1 H. Outside Services - Demand Side Management ("DSM") (RUCO Income
Statement Adjustment 21).

2

3

4

Q. Do you agree with Ms. Diaz Cortez's adjustment to remove test year expense for

outside services - DSM"

Partially. Ms. Diaz Cortez is suggesting the removal of $49,920 in test-year expense

related to DSM activity. I do agree that it should be removed as the Company is

proposing to recover it separately through a DSM charge. However, $32,865 of the

$49,920 was already included in the Company's DSM and Renewables adjustment. So

the additional amount that should be eliminated is $17,055 that was inadvertently missed

in the preparation of the Company's original adjustment.

REBUTTAL TO RUCO WITNESS RODNEY L. MOORE.

A. Pension and Benefits (RUCO Income Statement Adjustment 2).

Do you agree with Mr. Moore's adjustment to employee benefits?

No. These are normal and recurring business expenses and should not be removed.

B_. Worker's Compensation (RUCO Income Statement Adiustment 3).

Q. Do you agree with Mr. Moore's adjustment to Worker's Compensation?

5

6

7

8

9

10

11

12 Iv.

13

14

15

16 Q.

17 A.

18

19

20

21

22

23

24

25

26

27

I agree that we should use accrual based accounting treatment for the cost of worker's

compensation to be recovered. However, I have previously accepted Staffs adjustment

that is based on a Wee year average of the accrual based expense and do not accept

RUCO's actual adjustment.

A.

A.

27
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1 H. Outside Services - Demand Side Management ("DSM") (RUCO Income
Statement Adjustment 21).

2

3 Q-

4

5

6

7

Do you agree with Ms. Diaz Cortez's adjustment to remove test year expense for

outside services - DSM?

Partially. Ms. Diaz Cortez is suggesting the removal of $49,920 in test-year expense

related to DSM activity. I do agree that it should be removed as the Company is

proposing to recover it separately through a DSM charge. However, $32,865 of the

$49,920 was already included in the Company's DSM and Renewables adjustment. So

the additional amount that should be eliminated is $17,055 that was inadvertently missed

in the preparation of the Company's original adjustment.

Iv. REBUTTAL TO RUCO WITNESS RODNEY L. MOORE.

A. Pension and Benefits (RUCO Income Statement Adjustment 2).

Q- Do you agree with Mr. Moore's adjustment to employee benefits?

No. These  a re  norma l and recurring business  expenses  and should not be  removed.

B. Worker's Compensation (RUCO Income Statement Adjustment 3).

8

9

10

13

14

15

16

17

18

19

20

21

22

Q. Do you agree with Mr. Moore's adjustment to Worker's Compensation?

23

24

I agree that we should use accrual based accounting treatment for the cost of worker's

compensation Tobe recovered. However, I have previously accepted Staffs adjustment

that is based on a three year average of the accrual based expense and do not accept

RUCO's actual adjustment.25

2 6

2 7

A.

A.

A.

27
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t

Corte z). The s e  pa ge s  a re  followe d by thre e  pa ge s  of the  DS M pro form a  a djus tm e nt a s

origina lly tile d (Ba te s  No. UNS E(0783)02038, 02039 a nd 02096, which s how the  origina l

amount of FERC 908 expense  tha t was removed from test yea r expense .

s

1

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

ZN

24

25

26

27

Q- P lease d e m o n s tra te  a g a in  th a t  th e  UNS E d o e s  n o t  n e e d  to  re m o ve  $32,865 o f DS M

outs ide s ervices  expens e from the cos t o f s ervice.

On the  firs t pa ge  of Exhibit DJ D-10, the  invoice s  tota ling $32,865 a re  c le a rly outline d.

This  s um m a ry pa ge  wa s  ta ke n from  the  origina l pro form a  a djus tm e nt s pre a ds he e t a s

in c lu d e d  in  Ba te s  No .  UNS E (0 7 8 3 )0 2 0 3 8 -  UNS E (0 7 8 3 )0 2 1 0 3  a n d  in  th e  E x c e l

spre a dshe e t provide d in re sponse  to RUCO Da ta  Re que s t 1.10. Be ca use  the  spre a dshe e t

wa s  ove r 30 pa ge s , I ha ve  limite d the  da ta  displa ye d to the  outs ide  se rvice s  invoice s  tha t

Ms .  Dia z  Corte z  ha s  ide n tifie d  a s  to ta ling  he r a d jus tm e nt o f $49 ,920 . Th e  to ta l o f

$136,139 is  the  tota l for FERC 908 from the  origina l s pre a ds he e t. The  firs t five  invoice s

tota ling $32,865 a re  the  invoice s  include d in the  $136,139 tha t wa s  re move d from te s t ye a r

e xpe ns e  in the  origina l pro form a . It ca n be  s e e n c le a rly tha t the  tota l DS M e xpe ns e  in

FERC 908 of $136,139 on the  s umma ry pa ge  ma tche s  the  a mount tha t wa s  re move d for

F E R C  9 0 8  in  th e  o r ig in a l p ro  fo rm a  a d ju s tm e n t  p a g e s  a s  a t ta c h e d  in  Ba te s  No .

UNS E(0783)02038, 02039 a nd 02096.

Going  ba ck to  the  s um m a ry pa ge  of Exhib it DJ D-10,  the  invoice  of $17,055 tha t wa s

omitte d from the  origina l pro forma  a djus tme nt is  s hown. As  e xpla ine d on the  s umma ry

pa ge , this  invoice  wa s  not include d in the  origina l DS M e xpe ns e  re move d from te s t ye a r

e xpe ns e  be ca us e  the  que ry us e d wa s  ba s e d on ta s ks  s pe cifica lly ide ntifie d a s  re la te d to

DS M a ctivitie s .  This  invoice  ha d be e n incorre c tly re corde d in  the  GL without a  corre c t

DS M ta s k a nd  thus  wa s  no t inc lude d  in  the  que ry. This  inform a tion wa s  pre vious ly

p ro v id e d  to  Ms .  Dia z  C o rte z  in  Ba te s  No .  UNS E (0 7 8 3 )l0 7 0 4  -  UNS E (0 7 8 3 )l0 7 0 5

provide d in my Re butta l te s timony a s  note d a bove . It ca n be  c le a rly s e e n on Ba te s  No.

1 7
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ADJUSTMENT NAME: DSM

ADJUSTMENT TO: Income Statement

DATE suBmmED= October 23, 2006

PREPARED BY: Janet Zaidenberg-Schrum 92,5

CHECKED BY: 1Dallas Dukes . l

REVIEWED BY:

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

408 Taxes Other ThanIncome Taxes $5,283

548 Operation Supervision & Engineering 568,254

549 Miscellaneous Other Power Generation 5107.473

5a8 MiscellaneousDistribution Expenses $7.022

908 Customer Assistance Expenses 144,338

909 informational and inslructionaiAdveNlsing Expenses $49,875

920 Administrative 8- General Salaries $107

923 Outside ServicesEmployed $12,529

925 Injuries and Damages $25

928 Employee Pension e. Benefits $20,902

931 RaMs $526

587 Customer Installations Expense $42,533

so $4ss,as7

UNS ELECTRIC, INC.

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED JUNE 30, 2008

51
-s

14

c.

Q.

W

r

3

444

|
n

•

ENTRY TOTAL

Reason for Adjustment

To reduce operating expanses for amounts related to DSM activities. these are to be evaluated independently.

1

g
I
1
I
:

I

Or{g,€¢uA M Qfnwl
10/23/2006 11:29 AM

UNSE(0783)02038

I
I

i



UNS Electric, Inc.
DSM 8. Renewabies - Expense Detail

Test Year Ended June 39, 2606

I'

Descriptlon Amount FERC

Renewables - EPS

Renewables - EPS

Renewables . EPS

Renewables - EPS

Renewables - EPS

Renewables » EPS
Renewables » EPS
Renewables . EPS

$1_875

$68,254

$107.473

$7,022

$107

s1_004

so

$7,457

$193, 197

408

546

549

588

920

923

925

926

Q l l 8 q /L,

Q /

Q,

, R'

Weatherization

Weaiherizniion

W&B\h&KliZB"0l'\

$29
$584
$112

$725

408

908

926

3\*{q

,L L f

DSM Administration

DSM Administration

DSM Administration

DSM Administration

DSM Administtatinn

$345

$71615

$11,525

so

$1_29:>

$20,782

408 *l ,Q '
908
923
925
926

é;d 1

I
x I ..

l

5 . /

<
P
p

P

DSM
DSM

bbl'
DSM

DSM
DSM

$3,033
$1361139
$49,875

$17
$12,040

$526

szol  ,so

408

908

909

925

926

:31

Q /

.gr

Total $416,334

I
l
v

F
l <\

L
Q,

Summary By FERC Accqun!

FERC 408

FERC 545

FERC 549

FERC 585
FERC 9 \
FERC 909
FERC 920

FERC 923

FERC 925
FERC 925

FERC 93 !

$5,283

sea,2s4

$107,473
s1.qvz c

\ s144.338 Is

$49,875 4;
$107 s

$12,529 B
sis lg,

$20,902 d

$526
5416,334 k

L f
!
Q
I
!l

O~r\3uw~\ Pm W*\0\ \

1011912066 3:11 PM

UNSE(0783)02039
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BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

1

2

3

4

5

6

7

8

9

1 0

) DOCKET no. E-04204A-06-0783IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)

)

)

)

)

)

)

)

)

)

12 )

1 3

14

15

16 Rejoinder Testimony of

17

18 Dallas  J .  Dukes

19

20 on Beha lf of

21

22 UNS Elect r ic,  Inc.

23

24 August 31, 2007

25

26

27
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Revised

in RCS-6

Revised

After RCS-6Schedule Description Pages

Revenue Requirement Summary Schedules

A Calculation of Revenue Deficiency (Sufficiency I Revised Re vis e d

A-I Gross Revenue Conversion l'actor l Rcvwed Revised

B Adjusted Rate Base I Revised Revised

B.l Summa of Adjustments to Rate Base I Revised Revised

C Adiusled Net Operating Income I Revised Revised

CJ Summa of Net Operating IncomeAdiustmenls 4 Revised Revised

D Capital Structure and Cost Rates I Revised Revised

Rate Base Adjustments

B-1 Remove Construction Work in Progress l
B~2 Adjust CWIP for Plant in Service by End of Test Year I

B-3 Plant in Service Addition Subject to Reimbursement l Revised

B-4 Cash Working Capital - Lead/Lag Study I Revised Revised

B-5 Accumulated Deferred Income Taxes I

Net Operating Income Adjustments

c- I Revenue Adjustment for CARES Discount 1

02 RemoveDepreciation& Property Taxes for CWIP l
C-3 * | Taxes for CWIP Foundto be In-Service in the Test YearD recition &Prope I

C-4 Fleet Fuel Expense 2 Revised Revised fa

C-S Postage Expense l
C-6 Normalize Injuries and Damages Expense l Revised Tb

C-7 Incentive Compensation Expense I Revised [cl

C-8 SupplementalExecutive RetirementPlant (SERP Expense I

C-9 Stock Based Compensation Expense l
C-I0 Prove Ta x Expe ns e I

C-I I Rate Case Expense I

C-I2 Edison Electric Institute Dues 2

c -1 3 Other Membership and lndust Association Dues I

C-I4 InterestS chronization l Revised Revised

c-15 Depreciation RatesCorrection 4

c-15.I ' »D recition RatesCorrection - Details of Company's Pre-Correction Calculation [RCS-2]

C-15.2 Depreciation Rates Correction - Details ofCalculation Using Corrected Rates [RCS~2]

C-I6 Emergency Bill Assistance Expense 1

C-I7 Markup Above Cost inCharges from Affiliate, SouthwestEner Services 1 Added

C-I8 Bad Debt Expense l Added

C-19 Remove Double Count from Outside Services-Demand Side Management I Added

C-2O Correct Year~End Accrual Expense Amount for Out-of-Period Expense l Added
Total Page, Including Contra Listing 41

Ia] Modified to utilizepro forma adjusted fleet fuel expense of$605,498 per UNSEwitness Dukes' rejoinder testimony at page 2.

Tb] Revised to agree with the revisednormalizedamount stated in UNSE witness Dukes' rejoinder testimonyat page 4

[cl Modified in response to UNSE witness Dukes' rejoinder testimony at page 7.

EXHIBIT

Attachment RCS-1 I

S ta ff Revised Accounting Schedules

Accompanying  the  Tes timony of Ra lph C. S mith

[RCS -2] Depreciation Rates Correction Support was filed in Attachment RCS-2 with Mr. Smith's direct testimony.
That additional supporting detail has not changed, and is therefore not being re-filed with Mr. Smith's surrebuttal.
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BEFORE THE ARIZONA CORPORATION COMMISSION

'1
J

COMMISSIONERS
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JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE
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IN THE MATTER OF THE AP P LICATION OF
UNS  ELECTRIC, INC. FOR THE
ES TABLIS HMENT OF J US T AND
REAS ONABLE RATES  AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE P ROP ERTIES  OF UNS  ELECTRIC, INC.
DEVOTED TO ITS  OP ERATIONS
THROUGHOUT THE S TATE OF ARIZONA
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1 Q-

2

3

4

5

6

Wh ich  a rea s  o f RUCO te s timo n y will yo u  b e  ad d re s s in g  in  yo u r Reb u tta l Tes timo n y?

I d is a g re e  with  Ms .  Dia z  C o rte z 's  Dire c t  Te s t im o n y p ro p o s in g  th a t  th e  b a la n c e  o f

Accumula te d De fe rre d Income  Ta xe s  -.- CIAC be  e xclude d from ra te  ba se . I a lso disa gre e

with he r propose d a djus tme nt to Accumula te d De fe rre d Income  Ta xe s  - A&G. For se ve ra l

re a s ons , I ca nnot a cce pt the  a djus tme nt propos e d by Mr. Moore  tha t would incre a s e  the

ba la nce  of Accumula te d De pre cia tion tha t is  de ducte d from ra te  ba s e . F ina lly, I h a ve a

conce ptua l disa gre e me nt with Mr. Moore 's  a pproa ch to computing income  ta x e xpe nse .

11. DEPRECIATION EXPENSE.

Q- Wha t com m e nts  do  you  ha ve  with  re s pe c t to  de pre c ia tion  a d jus tm e nts  p ropos e d  by

S ta ff Witn e s s  Mr. Ra lp h  S m ith ?

In  Mr.  S m ith ' s  a d ju s tm e n t  C -1 5 ,  h e  a p p ro p r ia te ly  p o in t s  o u t  th a t  UNS  E le c t r ic

a c kn o wle d g e d  a n  e rro r in  th e  d e p re c ia tio n  s tu d y a s  o rig in a lly file d  with  re s p e c t to

tra nsporta tion e quipme nt. The  Compa ny a cknowle dge d the  e rror in re sponse s  to two s ta ff

da ta  re que s ts  which Mr. S mith a tta che d to his  te s timony. Mr. S mith corre ctly re fle cts  in

his  adjus tment the  fact tha t a  portion of the  transporta tion deprecia tion is  cha rged to capita l

a ccounts ,  a nd  thus  doe s  no t im pa c t the  incom e  s ta te m e nt. The re fore  h is  propos e d

a djus tme nt is  corre ct, while  the  a djus tme nt propose d by RUCO for this  is sue  is  incorre ct in

tha t it does  not recognize  tha t a  portion of transporta tion deprecia tion is  capita lized.

III. PROPERTY TAXEXPENSE.

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

21

2 2

2 3

2 4

25

2 6 A.

Q. What issue do you wish to address with respect to the property tax adjustment of Mr.

Ralph Smith?

27

Mr. S mith proposes  the  Company use  the  23.5% asse ssment ra tio tha t would be  in e ffect a t

J a nua ry 1, 2008. The  Compa ny a cknowle dge s  tha t such a s se ssme nt ra tio is  sche dule d to

2

A.

A.

v
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Raised

in RCS-6

Revised

After RCS-6Schedule Description Pages

Revenue Requirement Summary Schedules

A Calculation of Rev true Deficiency (Sufficiency) I Revis ed Revised

A- I Gross Revenue Conversion Factor I Revis ed Revised

B Adiuslad Rate Base I Revised Re vis e d

Bl Summa of Adjustments to Rate Base I Revised Revised

C 11cratingIncomeAdjustedNet I Revired Revised

C.l Summa of Net Operating Income Adiustmenxs 4 Revised Revistad

D Capital Structure and Cost Rates I Revised Revised

Rate Base Adjustments

B~l Remove Construction Work in Progress l

B-2 Adjust CWIP for Plant in Service by End of Test Year I

B-3 Plant in Service Addition Subiecl Io Reimbursement I Revised

B-4 Cash Working Capital Lead/Lag Study l Revised Revised

B-5 Accumulated Deferred Income Taxes l

INet 0 rating Income Ad ustments

C-I Revenue Adjustment for CARES Discount l
C-2 IRemove D recition BL Prove Taxes for CWIP I

C-3 Depreciation & Properly Taxes for CWIP Found to be In-Service in the Test Year I

C~4 Fleet Fuel Expense 2 Revised Revised fa]

C-5 PostageExpense I

C-6 Normalize Injuries and Damages Expense I Revised [bl

C-7 Incomive Cmnpensation Expense I Revised [cl

C-8 Supplemental Executive Retirement Plant (SERP) Expense I

C-9 Stock Based Compensation Expense I

C-I0 | .Prove Tax Ex nae I

C-ll Rate Case Expense I

C-I2 Edison Electric Institute Dues 2

C-I3 Other Membership and Induct Association Dues I

C-I4 InterestS chronization I Revised Revised

C-I5 . |D recition Rata Correction 4

C-l5.l .|D recition Rates Correction - Details of Company's Pre-Correction Calculation fRcs-2]

c-I5.2 Depreciation Rates Correction - Details of Calculation Using Corrected Rates [RCS-2]

C-I6 Emergency Bill Assistance Expense I

c-17 -Markup Above Cost in Charges from Affiliate, Southwest Ener Services I Added

C-18 Bad Debt Expense I Added

C-19 Remove Double Count from Outside Services-Demand Side Management I Added

C-20 Correct Year-End Accrual Expense Amount for Out-of~Period Expense l Added

Total Pages, Including Content Listing 41

[HI Her! fuel expense of 5605,498 per UNSE witness Dukes' rejoinder testimony al page 2.Modified to utilize pro forma adjusted

[bl Revised ro agree with the revised normalized amount stated in UNSE witness Dukes' rejoinder testimony at page 4

[cl Modified in response to UNSE witness Dukes' rejoinder \testimony atpage 7'

EXHIBIT

Attachment RCS-11

Staff Revised Accounting Schedules

Accompanying the Testimony of Ralph C. Smith

[RCS-2] Depreciation Rata Correction Support was filed in Attachment RCS-2 withMr. Srnlth's direct testimony,
That additional supporting detail has not changed, and is therefore notbeingre~filed with Mr, Smith's surrebuttal.
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BEFORE THE ARIZONA CORP ORATION CO MMIS S IO N1

2

3

4

5

6

7

8

9

10

COMMIS S IONERS
MIKE GLEAS ON - CHAIRMAN
WILLIAM A. MUNDELL
J EFF HATCH-MILLER
KRIS TIN K. MAYES
GARY PIERCE

11

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
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1 Q-

2

3

4

Wh ic h  a re a s  o f RUC() te s tim o n y will yo u  b e  a d d re s s in g  in  yo u r Re b u tta l Te s tim o n y?

I d is a g re e  with  Ms .  Dia z  C o rte z 's  Dire c t  Te s t im o n y p ro p o s in g  th a t  th e  b a la n c e  o f

Accumula te d De fe rre d Income  Ta xe s  .- CIAC be  e xclude d from ra te  ba se . I a lso disa gre e

with he r propose d a djus tme nt to Accumula te d De fe rre d Income  Ta xe s  ... A&G. For se ve ra l

re a s ons , I ca nnot a cce pt the  a djus tme nt propos e d by Mr. Moore  tha t would incre a s e  the

ba la nce  of Accum ula te d De pre cia tion tha t is  de ducte d from  ra te  ba s e . F ina lly, I h a ve a

conce ptua l disa gre e me nt with Mr. Moore 's  a pproa ch to computing income  ta x e xpe nse .

11. DEPRECIATION EXPENSE.

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

Q. Wh a t c o m m e n ts  d o  yo u  h a ve  with  re s p e c t to  d e p re c ia tio n  a d ju s tm e n ts  p ro p o s e d  b y

S ta ff Witn e s s  Mr. Ra lp h  S m ith ?

In  Mr.  S m ith ' s  a d ju s tm e n t  C -1 5 ,  h e  a p p ro p r ia te ly  p o in t s  o u t  th a t  UNS  E le c t r ic

a c kn o wle d g e d  a n  e rro r in  th e  d e p re c ia tio n  s tu d y a s  o rig in a lly file d  with  re s p e c t to

tra nsporta tion e quipme nt. The  Compa ny a cknowle dge d the  e rror in re sponse s to two s ta ff

da ta  re que s ts  which Mr. S mith a tta che d to his  te s timony. Mr. S mith corre ctly re fle cts  in

his  adjus tment the  fact tha t a  portion of the  transporta tion deprecia tion is  cha rged to capita l

a ccounts ,  a nd  thus  doe s  no t im pa c t the  incom e  s ta te m e nt. The re fore  h is  propos e d

a djus tme nt is  corre ct, while  the  a djus tme nt propose d by RUCO for this  is sue  is  incorre ct in

tha t it does  not recognize  tha t a  portion of transporta tion deprecia tion is  capita lized.

111. PROPERTY TAX EXPENSE.

1 5
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1 9

2 0

2 1
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2 7

Q. What issue do you wish to address with respect to the property tax adjustment of Mr.

Ralph Smith?

Mr. Smith proposes the Company use the 23.5% assessment ratio that would be in effect at

January 1, 2008. The Company acknowledges that such assessment ratio is scheduled to

A.

A.

A.

2
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1

2

be  e ffe ctive  a t J a nua ry 1, 2008 due  to the  le gis la tion he  de scribe s  a nd, a s  such, would be  a

known a nd me a s ura ble  cha nge . In tha t re s pe ct,  the  Com pa ny a cce pts  the  a djus tm e nt.

However, a t the  same  time , the  use  of such assessment ra tio crea te s  a  mis-ma tch in tha t the

ra te s  of ta xa tion de te rmine d by the  school dis tricts  a nd othe r ta xing a uthoritie s  tha t will be

in  e ffe c t a t  J a n u a ry 1 ,  2 0 0 8  a re  n o t ye t kn o wn ,  b u t s h o u ld  b e  kn o wn  b y th e  e n d  o f

S eptember 2007. The  fact tha t the  a ssessment ra tio declines  does  not necessa rily mean tha t

prope rty ta x e xpe nse  will corre spondingly de cline . The  ta x dis tricts  ha ve  the ir budge ts  to

cons ide r a nd it ha s  be e n our e xpe rie nce  tha t a  re duction in the  a s se s sme nt ra tio doe s  not

ne ce ssa rily ha ve  a  s ignifica nt impa ct on our prope rty ta x e xpe nse . The  ta x ra te  incre a se s

a s  the  ta x dis tric ts ' budge ta ry ne e ds  incre a s e . The  Com pa ny s e e ks  a n  opportunity to

review those  bills  a s  soon a s  the  tax bills  a re  ava ilable  and supplement this  docke t with tha t

informa tion, a s  tha t ta x ra te  cha nge  would a lso be  known a nd me a sura ble  be fore  the  ra te s

would be  expected to go in e ffect.

Iv. MISCELLANEOUS PLANT ADJ USTMENTS.
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1 6

17

18

19 A.

2 0

21

2 2

2 3

2 4

2 5 Q .

2 6 A.

2 7

Q- Yo u  s ta te  th a t yo u  wis h  to  a d d re s s  two  p la n t a d ju s tme n ts  p ro p o s e d  b y S ta ff Witn e s s

Mr. Ra lp h  S mith . P leas e  id en tify th o s e  ad ju s tmen ts .

Be g in n in g  a t  lin e  2 4  o n  p a g e  1 8  o f h is  Dire c t  Te s t im o n y,  Mr.  S m ith  p ro p o s e s  a n

adjus tment tha t would increa se  the  end-of-te s t yea r ba lance  of plant in se rvice  for a  project

re porte d in CWIP  tha t wa s  a ctua lly in se rvice  a t the  e nd of the  te s t ye a r. Be ginning a t line

25 on pa ge  19 of his  Dire ct Te s timony, Mr. S mith propose d a  ra te  ba se  re duction to re fle ct

a  contribution tha t he  does  not be lieve  has  been incorpora ted into the  Company's  ra te  base .

Do  you  ag ree  with  thes e  p ropos ed  ad jus tmen ts ?

with  re s pe c t to  the  a djus tm e nt de s cribe d on pa ge  18 of Mr.  S m ith 's  te s tim ony, to  the

e xte nt tha t the  Commiss ion de nie s  the  Compa ny's  re que s t to include  CWIP  in ra te  ba se , I

3
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1

2

3

4

be  e ffe ctive  a t J a nua ry l, 2008 due  to the  le gis la tion he  de scribe s  a nd, a s  such, would be  a

known a nd me a s ura ble  cha nge . In tha t re s pe ct,  the  Com pa ny a cce pts  the  a djus tm e nt.

However, a t the  same  time , the  use  of such assessment ra tio crea te s  a  mis-ma tch in tha t the

ra te s  of ta xa tion de te rmine d by the  school dis tricts  a nd othe r ta xing a uthoritie s  tha t will be

in  e ffe c t a t  J a n u a ry 1 ,  2 0 0 8  a re  n o t ye t kn o wn ,  b u t s h o u ld  b e  kn o wn  b y th e  e n d  o f

September 2007. The  fact tha t the  a ssessment ra tio declines  does  not necessa rily mean tha t

prope rty ta x e xpe nse  will corre spondingly de cline . The  ta x dis tricts  ha ve  the ir budge ts  to

cons ide r a nd it ha s  be e n our e xpe rie nce  tha t a  re duction in the  a s se ssme nt ra tio doe s  not

ne ce ssa rily ha ve  a  s ignifica nt impa ct on our prope rty ta x e xpe nse . The  ta x ra te  incre a se s

a s  the  ta x dis tric ts ' budge ta ry ne e ds  incre a s e . The  Com pa ny s e e ks  a n  opportunity to

review those  bills  a s  soon a s  the  tax bills  a re  ava ilable  and supplement this  docke t with tha t

informa tion, a s  tha t ta x ra te  cha nge  would a lso be  known a nd me a sura ble  be fore  the  ra te s

would be  expected to go in e ffect.

Iv. MISCELLANEOUS PLANT ADJ USTMENTS.

You state that you wish to address two plant adjustments proposed by Staff Witness

Mr. Ralph Smith. Please identify those adjustments.

Be g in n in g  a t  lin e  2 4  o n  p a g e  1 8  o f h is  Dire c t  Te s t im o n y,  Mr.  S m ith  p ro p o s e s  a n

adjus tment tha t would increa se  the  end-of-te s t yea r ba lance  of plant in se rvice  for a  project

re porte d in CWIP  tha t wa s  a ctua lly in se rvice  a t the  e nd of the  te s t ye a r. Be ginning a t line

25 on pa ge  19 of his  Dire ct Te s timony, Mr. S mith propose d a  ra te  ba se  re duction to re fle ct

a  contribution tha t he  does  not be lieve  has  been incorpora ted into the  Company's  ra te  base .

5
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8

9

10

11
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13

14

15

1 6

1 7 Q .

18

19 A.

20

21

22

23

24

25 Q .

26 A.

27

Do you agree with these proposed adjustments?

with  re s pe c t to  the  a djus tm e nt de s cribe d on pa ge  18 of Mr.  S m ith 's  te s tim ony, to  the

e xte nt tha t the  Commiss ion de nie s  the  Compa ny's  re que s t to include  CWIP  in ra te  ba se , I

3

\
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1

2

q
J

4

5

6

7

8

Fina lly, Mr. Moore 's  deprecia tion ca lcula tions  a re  made  as  though a ll ca tegories  of plant

assets are  depreciated using the group method. That is not correct. Although the Company

is requesting a  change to the  group deprecia tion method for Transporta tion Equipment as

part of Dr. White 's  tes timony, the  Company's  vehicles  have  his torica lly been deprecia ted

us ing a  "Unit Deprecia tion" procedure . Under Unit Deprecia tion, a sse ts  a re  deprecia ted

individua lly, to the  e xte nt of the ir re spe ctive  re corde d cos t. This  diffe rs  from group

depreciation where the entire  cost balance of the group is used for computing depreciation,

with no specific recognition of the  deprecia tion associa ted with individual members of the

9 group.

1 0

11

1 2

13

1 4

1 5

1 6

r

1 7

1 8

1 9

The  tra ditiona l us e  of unit de pre c ia tion  by Citize ns  wa s  not in itia lly re cognize d a t the  tim e

tha t the  UNS  Ele c tric  a s s e ts  we re  a cqu ire d . As  a  re s u lt, fo r a  pe riod  o f s e ve ra l m onths ,

de pre cia tion provis ions  we re  m a de  us ing the  group m e thod. As  da ta  wa s  be ing a s s e m ble d

fo r th e  d e p re c ia tio n  s tu d y s u b m itte d  in  th is  ra te  c a s e ,  th e  e rro r wa s  d is c o ve re d  a n d

corre s ponding  a djus tm e nt to  the  Com pa ny's  books  we re  m a de . Dis c lo s u re  o f th is  e rro r

wa s  m a de  on  pa ge  8  of the  Com pa ny's  fina nc ia l s ta te m e nts , a  copy of which  a ppe a rs  a s

Exh ib it KG K-l to  m y Dire c t Te s tim o n y. C o rre c tio n  o f th e  a d ju s tm e n t re q u ire d  a  c h a rg e

to ta ling  $2 ,013 ,847  to  Accum ula te d  De pre c ia tion . Tha t c o rre c ting  a d jus tm e n t wa s  no t

re fle c te d  in  Mr. Moore 's  a na lys is .

20

2 1 VIII. INCOME TAXES .

22

i 23 Q

24

You state that you have a conceptual disagreement with the manner by which Mr.

Moore has recomputed income tax expense to reflect RUCO's proposed rate case

25

26

adjus tments . Pleas e explain.

In its filing, the Company has reflected pro forma income tax expense comprised of current

27 and de fe rred portions  computed sepa ra te ly. This  require s  the  identifica tion and prope r

A.

11



1

2

3

4

I

5

6

re fle ction of a ll book-ta x a ccounting diffe re nce s , both tim ing a nd pe rma ne nt, implic it in

fina l a djus te d te s t-ye a r re sults . S uch bifurca tion is  re quire d for se ve ra l re a sons . Firs t, the

non-ca sh de fe rre d income  ta xe s  a re  shown se pa ra te  from curre nt income  ta xe s  in the  le a d-

la g s tudy supporting the  Compa ny's  re que s te d le ve l of working ca pita l. S e cond, de fe rre d

income  ta xe s  a re  s e pa ra te ly compute d to e na ble  the  Compa ny to de mons tra te  tha t the y

re fle ct the  e xte nt of norma liza tion tha t the  Compa ny ha s  be e n a uthorize d for ra te rna king

purpos e s ,  a nd a ls o  to  de m ons tra te  tha t a ll norm a liza tion  re quire m e nts  of the  In te rna l

Revenue  Code have  been met.

In  h is  incom e  ta x a d jus tm e nt a ppe a ring  on  S che dule  RLM-15,  Mr.  Moore  ha s  s im ply

computed a  tota l income  tax expense  based on his  recommended adjusted pre -tax opera ting

income  le s s  synchronize d inte re s t. He  ma ke s  no dis tinction be twe e n curre nt a nd de fe rre d

income  ta xe s . Tha t fa ils  to re cognize  tha t some  ite ms  a re  vie we d diffe re ntly for book a nd

ta x purpose s , a nd some  of the  diffe re nce s  a re  pe rma ne nt. For e xa mple , some  of the  ite ms

in c lu d e d  in  h is  a d ju s tm e n t  a p p e a rin g  o n  S c h e d u le  R LM-1 2  a re  fo r m e a ls  a n d /o r

ente rta inment. S uch cos ts  a re  only 50% de ductible  for ta x purpos e s  a nd a re  pe rma ne nt

book-ta x diffe re nce s  ra the r tha n tim ing diffe re nce s . The re  is  no wa y to che ck the  fina l

a djus te d income  ta xe s  re comme nde d by Mr. Moore  for prope r inclus ion of de fe rre d income

ta xe s  ba se d on the  Compa ny's  norma liza tion a uthority or for complia nce  with the  Inte rna l

Re ve nue  Code . A corre ct de te rmina tion of re ve nue  re quire me nts  in a  ra te  ca se  re quire s  a

prope r bifurca tion of current and de fe rred income  taxes .
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Q~ What do you recommend?

When the final adjusted operating income and rate base are known, income taxes should be

properly computed separately, as I described above.

A.

1 2
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Beginning at line  21 on page 17 of her Surrebutta l Testimony, Ms. Diaz Cortez asserts  that

the re  is  nothing wrong with the  RUCO computa tiona l method. She  furthe r s ta tes  - in he r

Surrebutta l Testimony a t line  2 on page  18 - tha t "it is  s tandard practice  in ra temaking to

a ccount for income  ta x on a  curre nt ba s is " a nd continue s  with "the  a ccounting for ta x

timing diffe rences  is  appropria te ly re fle cted for ra te rna ldng purpose s  in the  ra te  ba se".

That does not accurately describe the ratemaking process. Revenue requirements are based

on an income tax expense component that includes both current and deferred elements, and

some  of the  most contentious  ra temaking issues  involved the  de te rmina tion of a  proper

deferred component of income tax expense . Its  existence  and proper computa tion cannot

be  ignored if the  goa l is  to truly es tablish a  proper measure  of revenue  requirements  and

assure  tha t the  income tax normaliza tion rules  of the  Interna l Revenue  Code  are  properly

complie d with.

13

(T 14 Q

15 A.

16

17

18

19

20

21

22

To what specific income tax normalization rules are you referring?

The requirements of the Internal Revenue Code require consistency in the manner by which

depreciation expense, income tax expense, and accumulated deferred income taxes are

computed in ratemaldng. Specifically, Section 168(i)(9)(B) of the Internal Revenue Code

states that the normalization requirements are violated if a procedure or adjustment that is

inconsistent with the normalization requirements is used for ratemaddng purposes. To

adjust accumulated book depreciation without correspondingly adjusting accumulated

deferred income taxes and to adjust book depreciation expense without correspondingly

recomputing deferred income tax expense, as have been done by RUCO, are types of the

inconsistencies addressed in the aforementioned Internal Revenue Code citation.23

24

25 Q-

26

n 27 A.

Should the Commission accept the income tax computational methodology advanced

by Mr. Moore and Ms. Diaz Cortez?

No. RUCO's approach should be rejected. RUCO's attempted justif ication for their

4
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re fle ction of a ll book-ta x a ccounting diffe re nce s , both tim ing a nd pe rm a ne nt, im plic it in

fina l a djus te d te s t-ye a r re sults . S uch bifurca tion is  re quire d for s e ve ra l re a sons . Firs t, the

non-ca sh de fe rre d income  ta xe s  a re  shown se pa ra te  from curre nt income  ta xe s  in the  le a d-

la g s tudy supporting the  Compa ny's  re que s te d le ve l of working ca pita l. S e cond, de fe rre d

income  ta xe s  a re  s e pa ra te ly compute d to e na ble  the  Compa ny to de mons tra te  tha t the y

re fle ct the  e xte nt of norma liza tion tha t the  Compa ny ha s  be e n a uthorize d for ra te ma king

purpos e s ,  a nd a ls o  to  de m ons tra te  tha t a ll norm a liza tion  re quire m e nts  of the  In te rna l

Revenue  Code have  been met.

In his  incom e  ta x a djus tm e nt a ppe a ring  on S che dule  RLM-l5, Mr. Moore  ha s  s im ply

computed a total income tax expense based on his  recommended adjus ted pre-tax operating

income les s  synchronized inte res t. He  makes  no dis tinction be tween current and defe rred

income taxes . Tha t fa ils  to recognize  tha t s ome  items  a re  viewed diffe rently for book and

tax purposes , and some of the  differences  are  permanent. For example , some of the  items

inc lude d  in  h is  a d jus tm e nt a p p e a ring  on  S c he du le  R LM-12  a re  fo r m e a ls  a nd /or

ente rta inment. Such cos ts  a re  only 50% deductible  for tax purpos es  and a re  pe rmanent

book-ta x diffe re nce s  ra the r tha n timing diffe re nce s . The re  is  no wa y to che ck the  fina l

adjus ted income taxes  recommended by Mr. Moore  for proper inclus ion of deferred income

taxes  based on the  Company's  normaliza tion authority or for compliance  with the  Inte rna l

Revenue  Code . A correct de te rmina tion of revenue  requirements  in a  ra te  case  requires  a

proper bifurcation of current and deferred income taxes .
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Q. What do you recommend?

When the final adjusted operating income and rate base are known, income taxes should be

properly computed separately, as I described above.25

26

27
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Beginning at line  21 on page 17 of her Surrebutta l Testimony, Ms. Diaz Cortez asserts  that

the re  is  nothing wrong with the  RUCO computa tiona l method. She  furthe r s ta tes  - in he r

Surrebutta l Testimony a t line  2 on page  18 .- tha t "it is  s tandard practice  in ra temaking to

a ccount for income  ta x on a  curre nt ba s is " a nd continue s  with "the  a ccounting for ta x

timing diffe re nce s  is  a ppropria te ly re fle cte d for ra te ma king purpose s  in the  ra te  ba se ".

That does not accurately describe the ratemaking process. Revenue requirements are based

on an income tax expense component that includes both current and deferred elements, and

some of the  most contentious  ra temaddng issues  involved the  de te rmina tion of a  proper

deferred component of income tax expense . Its  existence  and proper computa tion cannot

be  ignored if the  goa l is  to truly es tablish a  proper measure  of revenue  requirements  and

assure  tha t the  income tax normaliza tion rules  of the  Interna l Revenue  Code  are  properly

complied with.

1 3

1 4 Q To what specific income tax normalization rules are you referring?

1 5

1 6

1 7

1 8

The requirements of the Internal Revenue Code require consistency in the manner by which

deprecia tion expense , income tax expense , and accumula ted deferred income taxes  a re

computed in ra temaking. Specifica lly, Section l 68(i)(9)(B) of the  Inte rna l Revenue  Code

sta tes that the  normalization requirements are  viola ted if a  procedure  or adjustment that is

1 9 incons is tent with the  norma liza tion requirements

20

is  used for ra temaking purposes . To

deprecia tion without corre spondingly adjus ting accumula ted

21

22

adjust accumulated book

deferred income taxes and to adjust book depreciation expense without correspondingly

recomputing deferred income tax expense, as have been done by RUCO, are types of the

23 inconsistencies addressed in the aforementioned Internal Revenue Code citation.

24

25 Q-

26

Should the Commission accept the income tax computational methodology advanced

by Mr. Moore and Ms. Diaz Cortez?

27 No. RUCO's  a pproa ch s hould be  re je cte d. RUCO's  a tte mpte d jus tifica tion for the ir

A.

A.
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1 Iv. REBUTTAL TO STAFF WITNESS DAVID c . PARCELL.

2

3 Q.

4

Mr. Gra n t , c o u ld  yo u  s u m m a rize  yo u r v ie w o f th e  Dire c t  Te s t im o n y file d  b y Mr.

David  Purcell on  behalf of the Commis s ion Staff?

Yes . The  a llowe d ROE re comme nde d by Mr. P a rce l] unde rs ta te s  the  cos t of e quity to

UNS Electric by a  s ubs tantia l margin. This  is  due  primarily to the  conclus ions  he  reached

a s  a  re s ult of his  CAP M a na lys is  a nd compa ra ble  e a rnings  a pproa ch, a s  we ll a s  to his

dismissal of Company-specific risk factors  and the  specula tive-grade credit ra ting ass igned

to UNS Electric.

The  cos t of de bt a nd ca pita l s tructure  re comme nde d by Mr. Pa rce ll a re  ve ry s imila r to

those requested by the Company. However, because he did not take into account the cost

of the  a me ndme nt to UNS  Ele ctric's  cre dit a gre e me nt comple te d in Augus t 2006, his

recommended cos t of debt (8.16%) is  s lightly lower than the  Company's  current cos t of

de bt (8.22%), a nd the  pe rce nta ge  of long-te rm de bt in Mr. P a rce ll's  ca pita l S tructure

(47.21%) slightly exceeds the percentage used in the Company's proposed capital structure

(47.l8%).

5
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For the  re a s ons  cite d a bove , the  ove ra ll ROR re comme nde d by Mr. P a rce ll on the

Company's  origina l cost ra te  base  ("OCRB") is  unreasonably low. Additiona lly, due  to his

recommendation to assign a  zero cost of capita l to the  difference between the  Company's

OCRB and FVRB, his recommended ROR on FVRB is also unreasonably low.

Fina lly, a nd mos t importa ntly, I find Mr. P a rce ll's  a na lys is  of UNS  Ele ctric's  fina ncia l

integrity to be  seve re ly lacking. The  only quantita tive  financia l ana lys is  provided by Mr.

Parnell on this  topic is  a  hypothetica l ca lcula tion of interest coverage  tha t fa ils  to consider

the  la rge  reduction to the  Company's  requested ra te  re lie f be ing recommended by Sta ff.

A.

20



193



l

I

2

BEFORE THE ARIZONA CORPORATION COMMISSION

3
I

4

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM x. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

5

6

7

8

9

1 0

11

12

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

) DOCKET no. G-04204A-06-783
)
)
)
)
)
)
)
)
)
)

13

1 4

1 5
Rebut ta l  T es t imony of

1 6

1 7
Kenton C. Grant

1 8

1 9
on Behalf of

20

2 1
UNS Elect r ic,  Inc.

22

23
August 14, 2007

24

25

26

27



1 Iv. REBUTTAL TO STAFF WITNESS DAVID c . PARCELL.

3 Q-

4

Mr. Gra n t , c o u ld  yo u  s u m m a r ize  yo u r  vie w  o f th e  Dire c t  Te s t im o n y file d  b y  Mr .

David  P a rne ll on  beha lf o f the  Commis s ion  S ta ff?

Yes . The  a llowe d ROE re comme nde d by Mr. P urce ll unde rs ta te s  the  cos t of e quity to

UNS  Ele ctric by a  s ubs ta ntia l ma rgin. This  is  due  prima rily to the  conclus ions  he  re a che d

a s  a  re s ult of his  CAP M a na lys is  a nd compa ra ble  e a rnings  a pproa ch, a s  we ll a s  to his

dis mis s a l of Company-s pecific ris k factors  and the  s pecula tive -grade  credit ra ting a s s igned

to UNS  Ele ctric .

The  cos t of de bt a nd ca pita l s truc ture  re comme nde d by Mr. P a rce ll a re  ve ry s imila r to

thos e  re que s te d by the  Compa ny. Howe ve r, be ca us e  he  did not ta ke  into a ccount the  cos t

of the  a me ndme nt to UNS  Ele c trica ls  c re dit a gre e me nt comple te d in Augus t 2006, his

re comme nde d cos t of de bt (8.16%) is  s lightly lowe r tha n the  Compa ny's  curre nt cos t of

de bt (8 .22%), a nd  the  pe rce nta ge  of long-te rm de bt in  Mr. P a rce ll's  ca pita l s truc ture

(47.2l%) s lightly exceeds  the  pe rcentage  us ed in the  Company's  propos ed capita l s tructure

(47.18%).
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For the  re a s ons  c ite d  a bove ,  the  ove ra ll ROR re c omme nde d  by Mr.  P a rc e ll on  the

Compa ny's  origina l cos t ra te  ba s e  ("OCRB") is  unre a s ona bly low. Additiona lly, due  to his  .

re comme nda tion to a s s ign a  ze ro cos t of ca pita l to the  diffe re nce  be twe e n the  Compa ny's

OCRB a nd FVRB, his  re comme nde d ROR on FVRB is  a ls o unre a s ona bly low.

Fina lly, a nd mos t importa ntly, I find  Mr. P a rce ll's  a na lys is  of UNS  Ele c tric 's  fina nc ia l

inte grity to be  s e ve re ly la cking. The  only qua ntita tive  fina ncia l a na lys is  provide d by Mr.

P a rce ll on this  topic is  a  hypothe tica l ca lcula tion of inte re s t cove ra ge  tha t fa ils  to cons ide r

the  la rge  re duction to the  Compa ny's  re que s te d ra te  re lie f be ing re comme nde d by S ta ff.
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1

2

would clearly not be in the interest of TEP or its customers, the merger scenario referenced

by Mr. Purcell is simply not feasible at this time.

3

4 Q- Is the linkage between UNS Electric and its other corporate affiliates relevant to an

assessment of financial integrity and cost of capital?

No, it  is not . Unless the utility has somehow been harmed as a result  of the

parent/subsidiary relationship, which is clearly not the case for UNS Electric, the issue of

who owns the utility is largely irrelevant. The cost of capital is a iiinction of the risk to

which it is exposed, and not on the identity of the investor providing capital. Likewise, it is

the utility that is responsible for providing service and attracting the capital and other

resources needed to provide that service, and not the parent company holding an equity

interest in the utility. Although a substantial portion of UNS Electric's capital has

obviously come from UniSource Energy in the form of equity contributions, as well as

from the retention of earnings that otherwise could have been paid out as dividends, this

continuing financial support is clearly premised on the ability of UNS Electric to earn a

reasonable ROR on its invested capital.

Q, Does that conclude your response to Mr. Purcell's Surrebuttal Testimony?

Yes, it does .

Iv. RESPONSE TO RUCO WITNESS MARYLEE DIAZ CORTEZ'S SURREBUTTAL

TESTIMONY.
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Q» What comments do you have on the Surrebuttal Testimony of Ms. Diaz Cortez?

S ince  I did not Lind any new a rguments  on the  issue  of CWIP  in ra te  base  in the  S urrebutta l

Te s timony of Ms . Dia z Corte z, I ha ve  no furthe r comme nts  to ma ke . I would ins te a d re fe r

to the  Re butta l Te s timony I tile d e a rlie r in re sponse  to Ms . Dia z Corte z' Dire ct Te s timony,

11

A.

A.

A.
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1 specifically at Exhibit UNSE-47, which is your response to

2 the data request UNSE 1-49, you don't disagree that

3 UNS Electric is smaller than any of the companies used in

4 your proxy group; correct?

A.5 No, I don't disagree with that.

6 Q. You don't agree that UNS Electric is growing

7 faster; correct?

A.8 Well, I don't disagree.

9 Q. And you don'tOkay.You don't disagree.

10 disagree that UNS Electric has the equivalent of a

11 speculative grade credit rating; correct?

12 A. No, I don't disagree.

13 Q. UNS Electric also currently owns no generation

14 other than the Valencia units down in Santa Cruz County;

15 is that correct, sir?

16 Yes.A.

17 And rational investors have that informationQ.

18 available to them; correct?

Yes.A.19

20 Q. And rational investors would look at things like

21 customer growth and company size; correct?

22 A. They might, yes.

23 Q. Well, they would have that information available

24 to them; correct?

Yes.25 A.
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1 Q. And they would also look at things for an

2 electric company like generation portfolio; correct?

3 Yes.A.

4 Q. And they would look at whether a certain

5 jurisdiction uses the historical test year or a projected

6 test year, for example, to determine rates; correct?

7 A. Again, that's available information.

8 Q. They wouldAs well as awarded return on equity.

9 take that into account; correct?

A. Yes.10

11 Q. And they would probably take a look at whether

12 CWIP, or construction work in progress, is awarded into

13 rate base for certain utilities versus others; correct?

A.14 Depending on the sophistication of the investor.

15 Q. Well, again, they would have that information

16 available to them; correct?

17 A. If they're willing to look up that information,

18 yes.

19 Q. And especially since many of those factors factor

20 into growth potential as far as earnings go, we know that

21 CWIP, for instance, has an effect on cash flow and

22 earnings; correct?

A.23 If it's included in rate base, it would have an

And if the Commission24 impact on the operating income.

25 were to allow it to be depreciated, then the answer would
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2 Q.

1 be, yes, it would provide cash flow to the company.

And your testimony in this case is that the

3 Commission should ignore a lot of these factors that

4 rational investors have available to them such as company

5 size; correct?

A.6 Well, I think what I've said in my testimony is

10 0.

7 that the Commission has consistently rejected these types

8 of reasons to provide companies with an equity -- with a

9 risk premium, an equity risk premium.

Well, you're not recommending a, quote-unquote,

11 risk adjustment due to the small size of UNS Electric in

12 this case; correct?

A.13 No, I'm not.

14 Q. And you're not recommending a risk adjustment

15 either for UNS Electric based on customer growth; correct?

A. No.16

17 And so a lot of this ties into what we -- or what0.

18 people have called the efficient markets hypothesis.

19 You're aware of that theory?

A.20

21 Q.

I'm aware of it, yes.

The theory was at least used in part as a

22 component of your analysis?

I believe I stated that under the efficient23 A. Yes.

24 market hypothesis the price of a share of stock reflects

25 all known and available information to the investing

u=nunlulsu
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1 public.

2 Q. And the investing public will use all known

3 information available to it; correct?

4 A. Yeah.

7 Q.

Again, that's working on the assumption

5 that they're rational investors and that they're willing

6 to take the time to dig up this information.

And that goes back to what we were talking about

8 a few minutes ago regarding the size of the company and

9 impact on customer growth; correct?

Yes.A.10

11 Q. And investors are going to look at the options

12 available to them when making investment decisions;

13 correct?

A.14 A rational investor would, yes.

15 Q. And they're going to look at things like customer

16 growth and the size of the company when deciding whether

17 to invest in a certain electric utility versus another

18 electric utility; correct?

A.19 Again, they might, depending on what their

20 investment criteria is.

21 Q.

23 investment decisions; correct?

A.25

The bottom line is investors are looking at risk

22 and reward and cost and benefit when they're making

I mean, they want the best

24 opportunity for reward on the basis of the risk; correct?

Well, I think if you subscribe to the modern
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And in par t they will look at the awarded rates

2 of return and returns on equity for those regulated

3 utilities; correct?

4

5

8 yes

In part, along with other factors, yes

And they will look at the specifics of those

6 regulated utilities as well, at least in part; correct?

Only to the extent that they affect the whole

It's the whole that you're buying, not parts

Well, to the extent they're looking at the whole

10 then, they're going to look at those par ts, as you said

11 to evaluate the whole; correct?

12 No I don't think investors take a micro sense

They take a macro sense

14 enterprise and see how the enterprise operates, and the

13 to investing. They look at the

15 investment decision is based upon the enterprise, not the

16 sum of the component parts

But part of that enterprise, as you put it, is

18 the regulated utilities; correct?

17

19 Exactly, as I said

You've reviewed Mr. Grant's re jointer testimony

21 as part of your analysis in this case

22 I have

And Mr . Grant testified about UniSource Energy or

24 UES guaranteeing payment for long-term debt and credit

25 facility borrowings for UNS Electric?
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1 their investment; correct?

Yes.2 A.

And rational investors will look to all of the3 Q.

4 components, including UNS Electric, correct, as we

5 discussed earlier?

1A. Yes.6 From a macro sense, not a micro sense

7 Q. From a macro sense they're going to look at ROEs

8 awarded to UNS Electric as compared to ROEs awarded for

9 other regulated utilities?

A.10 They're going to look at the whole.

11 Q. And that is part of the whole as we talked about

12 earlier?

A.13 It's a component part, but it's part of the

14 whole, yes.

15 Q. And they are going to look at publicly available

16 information, press releases, websites, to obtain that and

17 other information; correct?

A.18 Yes, that and the fact that they also look at the

19 fact that currently authorized returns on equity are

20 running in the low 10s.

21 Q. And they're going to look at something that I

22 think your counsel provided as an exhibit, S-51, which was

23 the "Regulatory Focus" article; correct?

A.24 That's what I was just mentioning.

25 Q. And they're going to look at these things even
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1 investors, because that's what they provide to them under

2 the oversight of the Securities and Exchange Commission.

3 Q. But anybody potentially considering loaning money

4 to UNS Electric is going to want to look at those

5 financial statements correct?1
I

A.6 Well, now you have switched from equity to debt.

7 If UNS Electric is going to sell debt securities, then the

8 investor would want to look at the financials of

9 UNS Electric for the purpose of the debt, but not from the

10 standpoint of the equity.

11 Q. Well, whether we're looking at debt investment or

12 equity investment or debt financing or equity financing,

13 those investors or those loaners are going to want to look

14 at information available to them when making those

15 decisions; correct?

Relevant information.A.16 It's relevant to the

17 subsidiary if you're buying subsidiary debt, but it's not

18 necessarily relevant to the subsidiary if you buy holding

So there's different relevant f actors for19 company equity.

20 different types of investment.

21 Q. You say as part of your testimony -- I believe

22 it's your direct testimony at Page 14, and I forgot what

23 it was marked as. I think it's Staff 52.

A.24 Correct.

25 Q. You state that CWIP, or construction work in

3
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Exhibit KCG-11
Page 1 of 2

Growth Rates Experienced by Arizona Utilities

Southwest Gas Corporation

Net Plan!
($ Millions) Customers

Investment per
Customer

1995
1998
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,138
$1,278
$1,360
$1,459
$1,581
$1,586
$1,826
$2,034
$2.176
$2,336
$2,489
$2,568

985,043
1,044,506
1,104,060
1,152,831
1 ,224,770
1 ,289,104
1,348,970
1 ,407,286
1,467,752
1,550,509
1 .645,004
1 .745,125

$1,155
$1 ,224
$1,232
$1 ,255
$1,291
$1,308
$1 ,354
$1,445
$1,483
$1,507
$1,513
$1,529

Compound Annual
Growth Rate
(1995 - 2006)

8.1% 5.3% 2.6%

Absolute Growth
Over Last a Years
(2003 - 2006)

22.6% 18.9% 3.1%

Arizona Publlc Service Company

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$4,647
$4,655
$4.670
$4,731
$4,753
$4,910
$5,059
$5,886
$6,070
$81258
$7,525
$7,827

704,993
737,504
786,531
796,410
828,835
884,990
B92,805
921 ,251
953,251
989,502

1 ,033,423
1,075,191

$8,592
$6,312
$6.103
$5.940
$5,748
$5.876
$5.666
$5,389
$8,368
$8,324
$7,282
$7,280

Compound Annual
Growth Rate
(1995 - zoos)

4.9% 3.9% 0.9%

Absolute Growth
Over Last 3 Years
(2003 - 2006)

28.9% 12.8% 14.3%



Exhibit KcG-11
Page 2 of 2

Growth Rates Experienced by Arizona Utilities

Tucson Electrlc Power Company

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2008

$1,125
$1,117
$1,116
$1,114
$1,293
$1,298
$1,299
$1,480
$1,506
$1,538
$1,616
$1,681

302,517
310.950
316,895
324,866
334,137
342,914
350,938
359,372
367,239
375,532
384,898
392,477

$3,719
$3,592
$a,522
$3.429
$3.889
$3.786
$3,701
$4.118
$4.101
$4.096
$4.199
$4.283

Compound Annual
Growth Rate
(1995 .. 2006)

3.7% 2.4% 1.3%

Absolute Growth
Over Last 3 Years
(2003 - 2006)

11.6% 6.9% 4.4%

UNS Electrlc, Inc.

2003
2004
2005
2006
2007
2008
2009

Fest.
Fest.
Fcst.

Net Plan!
($ Millions)

$93
$103
$127
$157
$183
$209
$234

Customers
81,146
85,464
89,103
92,917
98.210

103,822
110,314

Investment per
Customer

$1,147
$1,210
$1 ,427
$1 ,690
$1 ,863
$2,013
$2,121

Confound Annual
Growth Rates
2003-2008
2006-2009 Fest.

19.0%
14.2%

4.6%
5.9%

13.8%
7.9%

Absolute Growth
2003-2008
2006-2009 Fest.

68.8%
49.0%

14.5%
18.7%

47,3%
25.5%

S
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1

2

this  range  is  ve ry s imila r to the  cost of equity es timate  presented in my Direct Testimony

for the  same group of e lectric utilities (9.7% to 11.2%).

3

4 Q-

5

6

7

8

9

1 0

11

1 2

13
1
1

1 4 I

1 5

In de ve loping his  fina l ROE re comme nda tion, did Mr. Rigs by ta ke  into a ccount the

highe r risk profile  of UNS  Ele ctric re la tive  to his  s a mple  group of e le ctric utilitie s ?

No, he  did not. On page  55 of his  Direct Tes timony, Mr. Rigsby dismisses  the  company-

specific risks faced by UNS Electric tha t I described in my Direct Tes timony a t pages  19

through 20. These  dis tinguishing risk factors , each be ing of s ignificant importance  to an

investor, are  so large on a  cumulative basis that they simply cannot be ignored. Relative to

the  compa nie s  in Mr. Rigs by's  proxy group, UNS  Ele ctric is  de cide dly ris kie r for the

following reasons:

Specuiative~grade credit rating,

Lack of common dividend payment,

Financia l impact of growth and regula tory lag,

Termination of a ll-requirements power supply contract in 2008,

Maturity of a ll long-te rm debt in 2008, and

Small s ize .

1 6

1 7

1 8

19

20

21

22

23

24

25

26

27

Even if Mr. Rigsby is  correct in assuming that the  Company's  small s ize  and power supply

challenges should be given little  or no weight, the other factors listed above represent risks

tha t need to be  clea rly recognized in se tting an a llowed ROE for UNS Electric. At a  bare

minimum, even if the  Company had an investment-grade  credit ra ting, it is  apparent tha t

UNS Electric's  cos t of equity lie s  a t the  high end of the  range  e s tablished for die  proxy

group of companies analyzed by Mr. Rigsby. And when the  speculative-grade credit ra ting

of UNS Electric is  taken into account - which adverse ly a ffects  both the  cost of debt and

equity to the  Company .- it is  a lso apparent tha t an equity risk premium must be  added to

the  proxy group results . By ignoring the  risk factors  cited above , and fa iling to adjus t the

A.

6

a .



1

2

3

4

companies have experienced prolonged periods of financial stress, including bankruptcy in

the  ca se  of PG&E Corpora tion. Unde r the se  circumstances , it is  difficult to unde rs tand

how the historical earned returns reported by these companies can be used to estimate the

forward-looking cost of equity for a  regula ted distribution company.

Q-

A.

Could  you  a ls o  expand  on  your s econd  concern?

Ye s . As  ma y be  se e n on pa ge  1 of S che dule  10 a tta che d to his  te s timony, the  da ta  re lie d

upon by Mr.  P a rce ll inc lude s  s om e  e xtre m e  outlie rs  s uch a s  Northe a s t Utilitie s  (3 .8%

his torica l e a rne d ROE), P G&E Corpora tion (5.4% his torica l e a rne d ROE) a nd DP L, Inc.

(25.5% proje cte d ROE). S uch va lue s  a re  obvious ly not re fle ctive  of the  cos t of e quity to a

re gula te d utility, a nd se rve  to unde rmine  Mr. P a rce ll's  a s sumption tha t e a rne d a ccounting

re turns  for the se  compa nie s  a re  some how indica tive  of the  forwa rd-looking cos t of e quity.

If die  pre sumption unde rlying the  compa ra ble  e a rnings  a pproa ch ha s  a ny me rit a t a ll, the n

the  e a rnings  of a  broa de r indus try compos ite  should be  use d ins te a d of the  re la tive ly sma ll

s a mple  groups  us e d by Mr. P a rce ll. As  ma y be  s e e n in the  firs t pa ge  of Atta chme nt A to

Mr.  Rigs by's  Dire c t Te s tim ony,  on  the  lowe r le ft ha nd com e r,  Va lue  Line  e xpe c ts  the

com pos ite  re turn  on  com m on e quity for the  e le c tric  u tility indus try to  be  11% for the

pe riods  2007, 2008 a nd 2010-2012. On a n his torica l ba s is , Va lue  Line  shows  a  compos ite

e a rne d ROE of 10.9% to 12.4% for the  indus try ove r the  pe riod 2003-2006. The se  va lue s

a re  s ignificantly highe r than the  sample  group ave rages  cited by Mr. P a rce ll.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

22

23

24

25

26

27

Q. Do you have any further comments regarding Mr. Purcell's cost of equity analysis?

Yes. S imila r to Mr. Rigsby, Mr. Pa rce ll dismisses  the  company-specific risk factors  cited

in my direct testimony for UNS Electric. As a  consequence , his  cost of equity estimate  for

UNS Electrllc is  s ignificantly unders ta ted. I discuss  these  company-specific risk factors ,

a nd why the y mus t be  cons ide re d in s e tting the  a llowe d ROE for UNS  Ele ctric, whe n

rebutting Mr. Rigsby's  tes timony earlie r in my Rebutta l Testimony.

23

A.

1: \
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1 ALJ WOLFE: Let's go back on the record.

2 Mr. Gellman. Please proceed.

MR. GELLMAN:3 Thank you, Your Honor.

4

5 DAVID c. PARCELL,

6 called as a witness on behalf of Staff, having been

7 previously sworn by the Certified Reporter to speak the

8 truth and nothing but the truth, was examined and

9 testified as follows:

10

11 CROSS-EXAMINATION (Continued)

12

13 (BY MR. GELLMAN)Q. Good morning, Mr. Parcell.

14 A. Good morning.

15 Q. Let's see if we can wrap this sucker back up.

16 This is not the first time that you have

17 testified for a commission staff; correct?

That is correct.18 A.

19 Q. And, in fact, a significant portion of your

20 testimony in other cases is on behalf of state commission

21 staffs; is that correct?

That is correct.22 A.

23 Q. And you have also testified on behalf of consumer

24 councils or, quote-unquote, RUCO-type entities; correct?

A.25 That is also correct.

A
*~
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1 aQ And one of the places that you have recently

2 testified is you have testified for the Consumer Council

3 before the Virginia Corporation Commission regarding a

4 case for Appalachian Power Company?

5 A. Yes.

6 ¢Q And do you recall that case?

7 A. Yes, it was last December.

8 That was a case that started in 2006?Q.

9 A. Yes.

10 Q. And you testified on cost of equity and rate of

11 return issues for staff in that case?

12 A. No.

13 You did not?Q.

14 A. 1Attorney General's Office

15 Q. Attorney General's Office. And your cost of

16 equity recommendation, do you recall, was between 9.5 and

17 9.75 in that case?

18 A. 9.5 to 10.2. The Commission awarded 10.0 in that

19 case, by the way.

20 Q. So your understanding is that ultimately the

21 Commission awarded a cost of equity estimate equaling

22 10 percent in that case?

23 A. Yes, 10.0.

24 Q. That was their awarded return on equity?

25 A. Yes.

§
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1 Q. And it's your understanding that the Virginia

2 Commission did not or ultimately -- let me rephrase the

3 question

4 You understand that the Virginia Commission staff

5 did not oppose CWIP in rate base in that case; correct?

6 A . I don't recall.

7 Q. Ultimately, do you recall whether the Virginia

8 Commission ultimately adopted CWIP in that case?

9 A. I don't recall.

10 Q. Do you recall whether the Appalachian Power

11 Company serves about one million customers in at least two

12 states?

13 A. Well, I'm one of their customers, but I couldn't

14 tell you the number. I'm one of the customers of

15 Appalachian Power myself in Virginia. They also serve

16 West Virginia, by the way, so there are two states.

88
;
£.

8

3

s

z

But you would agree that Appalachian Power is a

18 much larger utility than UNS Electric; correct?

17 Q I

Correct

And Virginia, in general, is not f acing the

21 growth issues like the growth issues that Arizona is

22 f acing

23 A Not in total, but there are parts of Appalachian

24 Power's service territory that are fast growing. But the

25 entire West Virginia is not fast growing, the Virginia
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1 portion is.

2 Q . But growing like Arizona is growing?

3 A . Not in total, no, in parts.

4 Q . And so your cost of equity recommendation for UNS

5 Electric is the same as what the Virginia Commission gave

6 Appalachian Power Company in the case that you were

7 involved in; correct?

A .8 Well, my recommendation there was 9.5 to 10.2.

9 Here it's 9.5 to 10.5. So the overall range is 30 basis

10 points higher at the top end.

ll »Q But your point estimate in this case is

12 10.0 percent; correct?

13 A . That is correct.

1 4 And that was the same that was awardedQ .

15 Appalachian Power Company; correct?

A.16 That is correct.

17 Q . And another recent case that you provided cost of

18 capital testimony was for -- was in the case involving the

19 Nevada Power Company; is that correct?

20 A. Yes.

21 Q . And that was a case that was recently decided?

22 A . Yes, in May of this year, I believe.

23 Q . And you testified in late '06, early '07

24 regarding Nevada Power Company?

25 A . »It was early '07
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1 Q . And you testified for the Bureau of Consumer

2 Protection in that case?

That is correct.A.3

4 Q . And ultimately your cost of equity recommendation

5 was also l0.0; is that correct?

A .6 Let me see.

7 That'sIt was 9.5 to 10.5, mid-point of 10.0.

8 correct.

9 Q . The Commission ultimately found that a range of

10 10.25 to 10.97 was a reasonable range in that case?

A .1 1 I recall the point estimate was 10.7. That part

12 is what I remember.

13 Q . So 10.7 is what the Nevada Commission ultimately

14 adopted for Nevada Power Company?

15 A . That is correct.

16 Q . And that finding was for Nevada Power Company,

17 obviously, and not their holding company, Sierra Pacific

18 Resources; correct?

A.19 Right. And Sierra Pacific Power Company, the

20 other affiliate will have a rate case in 2008. They are

21 required to come in every two years by either regulation

22 or statute. So one comes in one year and then one comes

23 in the next year. They rotate.

24 MS. SCOTT: Your Honor, I'm sorry to interject

25 here, but I didn't hear a date for this Nevada Power
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I was wondering if we could put it in that

2 context, when the Commission's decision was issued.

3 MR. GELLMAN: I can ask a question and see if the

4 witness knows.

5 ALJ WOLFE! Okay.

6 Q. (BY MR. GELLMAN) Mr. Parnell, the decision

10 A. Roughly.

7 regarding Nevada Power Company, and if you give me a

8 second here, if I told you it was rendered on or about

9 July 17, 2007, would that sound roughly accurate to you?

To put it in context, the test period

11 of that case was October 31, 2006. The hearing took

12 place, I believe, in March 2007, and the decision came out

13 -- of course, the final decision would have been the date

14 that you -- the preliminary decision first, and that, as I

15 recall, would have been in June, but the final decision

16 I'll accept the date that you gave.

17 Q~ So July 17, 2007, per your recollection, sounds

18 accurate?

19 A. Sure.

20 Q. Okay. Is it your understanding that the Nevada

21 Power Company serves roughly about 790,000 to 815,000

22 customers?

23 A. I don't know the exact number. They serve Clark

24 County, Nevada, which includes Las Vegas, so it's a fairly

25 good-sized company.
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1 Q. Does that sound about right to your

A.3

2 understanding?

I don't recall the number of customers, but Las

5 Q. Okay.

4 Vegas is a big city so --

Is it your understanding that Nevada Power

6 Company also owns generation, including the -- I believe

7 it's called the Clark power station?

8 A.

10 0.

12 A.

Well, they own several generation units, but

9 Clark County is a big one they own, yes.

And do you recall whether the Commission approved

11 construction work in progress in rate base for that case?

No, I don't recall.

13 Q. And you don't recall whether they approved

14 construction work in progress for that case for power

15 plant or transmission; correct?

No.A.16 I was not involved in that issue.

17 Q. Another case you testified for recently was

18 involving the Potomac Electric Power Company; is that

19 correct?

20 A. In Maryland, yes.

21 0. That was before the Maryland Public Service

22 Commission?

23 A. That is correct.

24 And that was a recent case as well?Q.

25 A. Yes. That case was in, I believe, either March

I

s



Page 1164
1 or April.

2 1Q And is it your understanding that that case was

3 decided on or about July 19 of this year?

4 A. IYes

5 Q . And you were testifying for the University of

6 Maryland?

7 A .

8 Q .

At College Park, yes.

And you testified about two major aspects in that

9 case, the rate of return, cost of equity, and what was

10 known as a bill stabilization adjustment?

11 A . Yes.

12 Q . And the bill stabilization adjustment, or BSA,

13 was, in general, a form of a decoupling mechanism?

1 4 A . It was aYes, that's what I was going to say.

15 form of a decoupling mechanism.

16 Q . And you testified against the BSA; correct?

1 7 A. No. I testified that if it was awarded, the cost

18 of equity should be reduced to reflect it. And, in fact,

19 that's what happened. The Commission gave the company

20 10.0 percent with the BSA.

21 Q . 10.0 percent with the decoupling mechanism;

22 correct?

23 A. »That's correct

24 Q . But without the decoupling mechanism, the

25 Commission ruled that a cost of equity of 10.5 was
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1 appropriate; correct?

2 A. That is correct. That's my recollection.

3 Q. And do you recall whether CWIP was awarded in

4 rate base in that case?

5 A. I do not know.

6 Q. And then another recent case, this one less

7 recent than the others but relatively recent, involved

8 South Carolina Gas and Electric Company?

A.9 Like 2002, I believe.

10 Q. So a case that was decided, to your recollection,

ll roughly in 2003. Does that sound about right?

A.12 I don't recall. It was several years ago.

13 They've had a case since then also that I was not in.

14 It's not their most recent. I'm involved in a case right

But there was a case in15 now on behalf of the staff.

16 between the one I testified in 2000 and the current case.

17 Q. I'm not going to ask you about a case that you're

18 not involved in, so I'll focus on the 2002 case.

19 You testified for the Consumer Advocate and the

20 South Carolina Merchants Association in that case?

21 A. That is correct.

22 Q. And you were recommending, I believe, a 10.5 cost

23 of equity in that case?

24 A. Let me check.

25 10.0 to 11.0, mid-point 10.5, yes.

8
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The Commission found in that case that a cost ofQ.

2 equity between 11.75 and 12.25, not including this

3 flotation adjustment, was appropriate?

4 A. I don't have the range. I have a number in my

5 chart here that says 12.45.

6 aQ Okay. So your understanding is 12.45 was the

7 point cost of equity that was adopted by the South

8 Carolina Commission in that case?

9 A. In that 2002 case, yes.

10 Q. The case decided in early 2003?

A.11 Yes, but it was a 2002 test period.

12 Q. And do you recall whether the CommiSsion

13 recognized that the company was going to need to spend

14 millions on new generation and upgrades to existing

15 facilities in that case?

16 A. And, in fact, thatThat's my recollection.

17 company is in the process of planning and building a

18 nuclear power plant at this time.

19 Q. And I assume, like the last cases, you don't

20 recall whether the Commission approved construction work

21 in progress in rate base for that company?

A.22 No. I was not involved in that issue.

23 Q. Is it your understanding that South Carolina Gas

24 and Electric, or electric and gas, serves approximately

25 630,000 electric customers in approximately 26 counties?
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1 A. I do not know.

2 Q. Another case you recently testified in was a case

3 before this Commission; correct?

4 A. Yes.

45 Q And that is Arizona Public Service Company?

A.6 Correct.

7 Q. I should have said another electric company that

8 you have testified before recently. That's right?

A.9 That's in addition to your gas case, yes.

10 Q. And Arizona Public Service Company, just to get

11 the foundation down, that's an electric company; correct?

12 A. Correct.

13 Q. And your recommendation of cost of equity was 9.5

14 to 10.75 in that case?

A.15 Yes.

16 Q. And you recommended a point estimate of 10.25 in

17 that case?

18 A. That is correct.

19 Q. And that's 25 basis points above what you're

20 recommending in this case?

21 A. Yes, but it was over a year ago.

22 Q. Ultimately

A.23 I testified in -- I filedAbout a year ago.

24 testimony in August, and I testified, I believe, in late

25 October, early November.
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1 Q. Late October, early November of 2006?

A.2 Is when I was cross-examined, yes.

3 Q. Ultimately, your understanding is that this

4 Commission adopted a cost of equity of 10.75 for Arizona

5 Public Service Company?

A. a6 Yes

7 Q. And this is a company that serves approximately

8 one million customers?

9 A. I don't remember, but it serves the Phoenix area.

10 It's the largest electric utility in Arizona, I

11 understand.

12 Q. Is that a number, one million, that sounds

13 roughly accurate to you?

I don't know.14 A.

15 You understand that APS owns both nuclear andQ.

16 coal-fired generation?

A.17 Yes. It's a generation electric utility.

18 Q. And it also owns natural gas fired generation as

19 well?

20 A. I believe so.

21 Q. And UNS Electric, besides the Valencia units,

22 owns no other generation at this time?

A.23 Right. It is what is called a wires company.

24 MR. GELLMAN: Turning to your -- if I could have

25 one moment, Your Honor.
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A. Construction Work in Progress ("CWIP")

The biggest difference between the parties with respect to rate base concerns
treatment of depreciation and depreciation methodology discussed above, and also
the staff proposal to remove clIp from rate base (with a corresponding adjustment
to remove the Allowance for Funds Used During Construction ("AFUDC") from operating
income) . Other contested issues with respect to rate base concern Staff 's proposal
to reflect the average balance of materials and supplies in rate base rather than
the Company's proposed termination balance, and treatment of severance costs
discussed below in operating income also affects the rate base determination. In
addition, UMCP contests the Company's inclusion of pre~paid pension and other post-
employment benefit liabilities in rate base, claiming such expenses are over-funded
and do not involve solely investor funds. These contested issues will now be
discussed.

With respect to the appropriate rate base for which rates will be determined, the
parties start: with the unadjusted rate base of $876,330,000 to which uncontested
adjustments regarding Annualization of the Deductible Mixed Service Cost tax
methodology ($8,243,000) will be added, with an uncontested adjustment with respect
to Cash Working Capital ($4,591,000) then deducted.

Rate base constitutes the investment of the Company in plant and other material
used and useful in providing service, on which it is legally entitled the
opportunity to recover a reasonable return. For purposes of determining just and
reasonable rates that will result from this proceeding, all parties have utilized
the test year of the 12 months ended September 30, 2006, which period includes
updated figures of the most recent results of actual operations presented by the
Company. Accordingly, this test year will be accepted for purposes of reviewing the
Company's rate base, revenues and expenses for determining the rates in this
proceeding.

FN10. $90,331,000 (Pepco's "per books" depreciation expense) minus $56,636,000
(Dunkel depreciation expense calculation (WWD-8)) equals $30,695,000. This delta,
when adjusted for taxes, equals the adjustment to net operating income.

Our findings regarding depreciation result in an increase in rate base of
$15,492,000 and a $20,254,000 [FN10] increase in net operating income.

clearly be an unreasonable result. The accruals to date reflect plant consumption
in earlier years that has actually occurred. OPC's amortization proposal would
simply saddle future ratepayers with an even larger burden. Therefore, the
Commission will not adopt Mr. King's amortization proposal. Finally, while the
Commission will not adopt Mr. King's proposal to label the removal cost reserve a
"regulatory liability," the Commission directs Pep co to continue to segregate
removal costs from plant-only depreciation expenses.

Slip copy
2007 WL 2159658 (t4d.p.s.c.)
(publication page references are not available for this document.)

reétzmenn Q. "a
19 QQ the cwzmgg .

v4@@p* D

8 ; 43§3_§Qr5.§"̀ •
T 4. 4 4§ 4 .-.-¢

"la Staf f  wi tnesses Ev

v. RATE BASE

la

<-

Page 20

4
E

E

I

8
s
2

t
4
a
I
n

.a
;¢

2
1I

1

4
;¢

s
.¢
s

I
T

i
1.
I
I\

a
4
\

33

-

{

i

*.

;<

33

8

I;§=i§i{i§ proc Stair  has a ge o as:Lon s
rgaNinienal  I ; 11 Sect own Les x n61v,ae

ra t e
biic n §x11owan<:e Qs see ng inst c  i el!! is Rh
the benefit Q_f n cu lat i
Sands and Mullinax contend that  t he pr ior  po l icy  to  inc lude CWIP i s  no
j ust i f i ed  f o r  e l ec t r i c  d i st r i bu t i on  com pani es,  and to
exclude CWIP from rate base has also been adopted by of where

longer
state the proposed policy
the District Columbia

9
I
I

an
s

2007 Thomson/west. No Claim to Orig. U.S. Govt. Works. 1

a

0

Rf::Mn

Aron

e

P

'z
T

t



the Commission's long-standing CWIP/AFUDC policy has worked well in helping
protect companies against rate obsolescence, while promoting rate stability for
customers by the inclusion of certain construction projects which reduce the need
for construction-driven rate proceedings. It also promotes equity between current
and future rate customers as the AFUDC offset reduces the rate impact. Therefore,
we decline the Staff proposal to change our long-standing policy to include CWIP in
the rate base with an AFUDC offset. 96 Md. PSC at 344.

FN12 . Re washington Gas Light: Company, 94 Md. PSC 329, 346-347
Baltimore Gas and Electric Company, 96 Md. PSC 334, 344 (2005).

Pep co, through witness Vonsteuben, advocates continuation of CWIP in rate base
with the related AFUDC in operating income. Pep co notes the Commission has
authorized clIp in rate base for well over half a century in setting Pepco's rates,
noting that since 1948 Pep co has been authorized to include all CWIP in rate base.
Pep co further notes the argument that CWIP should be excluded from rate base as it
represents property which is not used and useful in rendering service to the public
has been rejected by the Commission in prior proceedings, [FN11] including recent
rejections of the proposed recommendation against inclusion of CWIP in a 2003
Washington Gas Light Company ("WGL") case and the 2005 Baltimore Gas and Electric
Company ("BGE") case. [FN12] In the BGE case, the Commission stated:

base as
service t o

Gom3g-31;

Pep co also operates. In its final arguments in this case, Staff contends that
Maryland's policy to include CWIP with the AFUDC offset arose during a time when
electric utilities were fully integrated and spent substantial sums building
generation plants and related facilities that did not become used and useful in
providing service for long periods of time. Staff contends that crucial tests used
by the Commission in including CWIP included whether an electric utility would be
irreparably harmed by the failure to include CWIP in the rate base. However, Staff
contends that due to short duration and the relatively small size of construction
projects undertaken by an electric distribution company, there is no need to
include CWIP in rate base. Staff argues that an electric distribution company in
general does not need to shoulder the heavy construction burden that a fully
integrated utility once did, and therefore there is no reason or need to earn a
return on construction dollars where there is no danger of irreparable harm. Staff
acknowledges that if the assets under consideration will become used and useful
during the rate effective period, the Company could make such showing, and
therefore inter-generational equity is no longer a concern if construction projects
are completed quickly. Staff concludes that CWIP should now be excluded from rate

it represents assets that are not used and useful in providing utility
Maryland ratepayers. sue e on» ors r Me 1 m41 f om the

up;Qposed base n h s ac et
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Company no longer owns its generation facilities is in contradiction to the recent
affirmation in the above cases, as both the WGL and BGE gas rate cases involve
natural gas distribution companies. Pep co counters that such status as a
distribution-only utility in fact strengthens the argument for continued inclusion
of CWIP in rate base, as any concerns regarding equitable inter-generational
treatment of customers should be reduced or eliminated by the removal of long-
duration generation-related construction projects from the Company's clIp balance.
In further support of its position, the Company contends that for Pep co, the vast
majority of the assets in the Company' s CWIP balances are in fact in service rather
than presently under construction, in part due to the nature of shorter duration of
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In rebuttal to Staff's proposed reduction, the Company presented testimony by Mr.
Vonsteuben indicating that Pepco's materials and supplies inventory has
consistently trended upward through 2006 and early 2007, due largely to the
increasing cost of materials. The record reflects Pepe's total plant monthly
materials and supplies balance increased from approximately $36.2 million to $39.3
million between September 2005 and September 2006, and during the five months
immediately following the test year, the total plant balance only once dipped
slightly below the terminal test year level (of $39,287,307) to $39.2 million in
December 2006. Furthermore, in each of the other post-test year months, the total
Company balance exceeded the September 2006 level, with the February 2007 balance
$43.7 million. In addition, the Company contends there has been a clear and
significant upward trend in the cost of a number of items of equipment that are
critical to the Company's operation, and therefore the Company contends an end-of-
period balance should be utilized as more reflective of the rate effective period.

staff recon ~mends an adjustment to this component of rate base regarding inventory
of spare parts, as Staff proposes use of a 13-month average balance rather than the
end-of-period balance. As noted by Staff witness Mullinax, use of a 13-month
average will annualize seasonal variations and costs. Staff further notes the
Commission has used average balances, terminal balances or an imputed adjusted
balance with the key determination concerning which valuation is considered more
representative of the conditions that will prevail during the rate effective
period. In this case, Staff notes the monthly balances have ranged from a low of
approximately $37 million in December 2005 to a high of over $42 million in July
2006, while the materials and supplies dollars included in accounts payable have
also varied from less than $500,000 to over $2 million during the same period.
Staff contends such large swings represent seasonal variations which are best
accommodated by the use of a 13-month average, and the Staff proposal would reduce
the Company's rate base by $1,257,000.

In this proceeding, the Company has included the end-of-period balance for the
materials and supplies component of rate base, as witness const:euben contends such
balance is more representative of the balances that will be utilized in the rate-
effective period and is also based on precedent authorizing such end-of-period
balance I

B. Materials and Supplies in Ramo Base
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Upon consideration of the evidence and arguments
not convinced to abandon our long-standing practice
with an AFUDC offset. ~e
h ab

distribution projects as well as the Company's internal procedure of waiting
approximately 120 days for final vouchers related to the construction of  the
assets. In short, the Company contends there is no policy or equitable reason to
depart from the Conunission' s prior policy of including CWIP in rate base, and urges
continuation of such practice in this proceeding with the AFUDC offset.
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Both Pep co and Staff criticize People's Counsel's witness King not only for his
methodology but for his results, including his recommendation of ROEs ranging from
6.08 percent to 7.05 percent in certain cases. Among other things, they object to
Mr. King's almost exclusive reliance on the DCF formula, which is alleged to give
results that are either unrealistically high or low, in specific circumstances,
depending upon prevailing market-to-book ratios.

I reaehlng i s De ion Co J. ion has Mn most ans en mo we c
to  the  in Gs o ep t an to kw of °p5l s~ Coo el Both Staff
and Pep co employed a wide range of rate of return methodologies, thus increasing
confidence that their ultimate recommendations are broadly justified and not
isolated. Once Company witness Morin reduced his recommended ROE by 25 basis points
due to declining bond yields, Pepco's and St:aff 's recommendations became
essentially identical.

»=: .=5l<==1°w=8*'§_,'~;H°,d;1,*=
,,.. Q 39
5 Be n~ In!.';.s'.'1..t

s. Comnunmission Findings

In addition to recommendations regarding rate of return by the Company, OPC and
staff, interveners AOBA, WMATA, and UMCP have also made recommendations in this
proceeding. AOBA witness Oliver has recommended a return on equity of 8.95 percent,
with a reduction of at least 50 basis points if the BSA is adopted, with AOBA
severely criticizing the Company's analysis, especially with respect to the
comparable risk profiles of comparison companies used by the Company. In this
regard, AOBA contends that Pep co, as a distribution company, has a much stronger
rating than PHI's more risky consolidated business risk profile, and the comparison
groups used by Dr. Morin also have noticeably higher risk than Pep co and undermine
the weight of his analysis. WMATA witness Foster, who has reviewed prior
Commission-determined return on equities, has presented a return on equity
recommendation of 10.32 percent. UMCP witness Parcell has presented analyses
utilizing DCF, CAPM, and comparable earnings, and concludes that Pepco's cost of
equity capital is 9.75 percent, while also opposing any upward adjustment in the
return on equity to reflect regulatory risk and opposing any flotation cost
adjustments in this proceeding.
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The BSA, which the Commission has approved, will provide insurance that Pep co will
achieve its level of revenue approved in this case. s e o e s s

' 1t<.-s In response to this decline in risk, all parties recognize
the appropriateness of reducing Pepe's return on equity by some amount. The
Commission rejects both the minimal reduction of basis points proposed by the
Company, and the much larger reductions proposed by People's Counsel. Given that
approval of the BSA will result in improved cost recovery by Pep co, . the Commission
shall reduce Pepco's ROE by 50 points, to 10 percent. [FN32]
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FN32 . This decision is consistent with the Commission's determination in Re
Baltimore Gas and Electric Company, 91 Md. PSC 240, 273 (2000).

B. Capital Structure

The Company and Staff propose a rate of return based upon the Company's actual
September 30, 2006 capital structure, consisting of 52 .31 percent long-term debt
and 47.69 percent common equity. As noted above, People's Counsel proposed a
significantly different rate structure containing under 29 percent equity based
upon Dr. King's double leverage theory.

The Commission will adopt the Company's actual capital structure, consistent with
our long-standing preference for use of actual capital structure absent evidence
that the actual capital structure is unduly burdensome to ratepayers. We note that
the Company's actual capital structure is consistent with that generally employed
by utility companies and strikes an appropriate balance between safety and economy.
We reject People's Counsel's proposed capital structure because it suffers from
numerous flaws. First, it assumes that the rate of return depends on the source of
capital rather than the risks faced by the capital. Second, a capital structure
containing only 29 percent common equity would impose significant risks and would
require a considerably higher return on equity than that authorized herein. Third,
a capital structure containing only 29 percent equity would be extremely risky and
would impair the Company's financial integrity in violation of applicable legal
standards. See Federal Power Commission v. Hope Natural Gas co. , 320 U.S. 591
(1944)9

Pep co has chosen not to include short-term debt in its capital structure because
it: believes long-term assets should be financed with 1ong~term capital. Staff
adopted the Company's capital structure .

People's Counsel would include short-tem debt in Pepco's capital structure
because OPC concludes that Pep co does use short-term debt to purchase long-term
assets ; further, OPC urges that the Company's rate base contains shorter- as well
as longer-lived assets .

As noted above, the Commission finds that Pep co' s actual capital structure is the
most appropriate capital structure to adopt in Calculating the company's rate of
return. Short-term debt is a small part of that structure, and the Commission
concludes that it may be omitted without damage to the developing of an appropriate
cost of capital, in this case. The Commission reserves the right to include or omit
short-term debt in other cases as the record dictates.

c. Pepe's Weighted Total Return on Capital and Revenue Deficiency

Thus, based on a 10.00 percent ROE and a 6.15 percent cost of long-term debt,
Pepco's weighted total return on capital is 7. 99 percent, as shown by the following
calculation:

© 2007 Thomson/west. No Claim to Orig. U.s. Govt. Works .
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Type of Capital Ratios Cost Rate Overall Rate of Return

Long-Term Debt:
Common Equity

52 .31%
47.69%

x

x

6. l5%
10 .00%

3 .2295

4 .7'7%

7.99%

Accordingly, when applying the 7.99 percent overall ROR to the adjusted rate base
of $895,503,000, we find the Company's net operating income requirement totals
$71,551,000. As the Company's adjusted net operating income was $,65,468,000 for
the September 30, 2006 test year, we find that the company experienced a net
operating income deficiency of $6,273,000, which becomes a gross revenue deficiency
of $10,606,000. Therefore, we find that a temporary rate increase of that amount,
$10,606,000, will result in just and reasonable rates to pep co and its customers,
and the Company is authorized to file tariffs for such amount in accordance with
the findings of this Order.

v111. RATE DESIGN

A. Bill Stabilization Adjustment

Pep co has proposed a surcharge and credit mechanism in order to provide a
levelized stream of revenue based on the test year revenue requirement. The
proposal will enhance~the Company's opportunity -to earn the rate return on its

exposure l to. L _ _
energy usage of its customers. Pepco's proposal would use a quarterly adjustment to
the distribution energy charges ($/kWh) called the Bill Stabilization Adjustment
("BSA") Rider. The BSA is a mechanism that decouples revenues from abnormal levels
in kph sales and/or changes in the number of customers from adjusted test-year
levels. Primarily, the BSA is intended to account for unanticipated changes in
usage due to severe weather, customer response to supply price increases or state-
mandated energy-efficiency programs. With the BSA, the Company's revenue risk is
decreased and, therefore, the Company benefits from a reasonably steady revenue
stream in line with the level of revenues approved in this proceeding.

operations by limiting changes revenue caused *J variations in the

For each rate class, and for each billing month in the current quarter, the
Company will multiply average (normalized) monthly revenue per customer (at rates
approved in the latest base rate proceeding) by the actual number of customers for
each of the three billing months. "Normalized quarterly test year revenue" is the
sum of this product over the three billing months in the current quarter. The BSA
would then be computed at the end of the current quarter by dividing the difference
between actual quarterly revenue and the normalized quarterly test year revenue,
plus any applicable true-up amount from previous quarters, by the forecasted kph
sales applicable to the service classification for the second succeeding quarter.

If, in the current quarter, actual kph sales exceed normalized levels (e.g., due
to an abnormally hot summer) then actual quarterly revenues will exceed the
normalized test-year expected amount. As a result, the BSA will lead to a downward
adjustment in base distribution energy charges, and this credit to customers will
be applied in the second succeeding billing quarter (e.g., the winter quarter) . On
the other hand, if actual kph sales, in the current quarter, are lower than
normalized levels (e.g., due to an abnormally cool summer) then actual quarterly

Q 2007 Thomson/west. No Claim to Orig. u.s. Govt. Works .
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Re South Carolina Electric and Gas Company
Docket No. 2002~223-E

Order No. 2003-38

South Carolina Public Service Commission
January 31, 2003

ORDER authorizing an electric utility to increase its rates and charges by $7o.7
million, reflecting a return on common equity of 12 .45% and an overall rate of
return of 9.94%.

Commission designs rates to move towards equal rates of return among the customer
classes. It also approves an experimental rate to determine whether a discount will
encourage medium general service customers to make operational changes resulting in
a shifting of peak loads to off-peak periods and/or the shedding of peak loads .

Commission declines to allow recovery of expenditures related to the creation and
ultimate suspension/termination of the Grid south Regional Transmission
Organization. It finds that it is premature to allow recovery of the Gridsouth
expenditures at the retail level inasmuch as the costs involved were the result of
mandates of the Federal Energy Regulatory Commission (FERC) and the FERC has yet to
rule on the rate-making treatment of the expenditures at the wholesale level. The
utility is authorized to defer the Gridsouth costs until such time as it can meet
its burden of proof for retail rate recovery and/or the FERC rules on the allowance
of the expenditures at the wholesale level.

Commission reaffirms its policy of booking revenues and expenses related to
buy/resell wholesale power transactions to non-regulated accounts, rejecting claims
that the net margins from the transactions should be shared between ratepayers and
shareholders .

The utility is authorized to include in rates construction work in progress (CWIP)
related to a new 875-MW natural gas fired generating plant. Commission finds that
by allowing the CWIP into rates it will stop the accrual of carrying costs and
reduce the ultimate cost of the plant. Moreover, it finds that including the CWIP
in rate base will improve the quality of the utility' s earnings and send a
constructive message to investors.

The utility is authorized to recover known and measurable, out-of-period costs
associated with the repowering of two generating units at its Urquhart station.
Furthermore, the commission transfers from the fuel adjustment clause to base rates
fixed capacity charges that the utility must pay for upstream natural gas
transportation capacity to serve Urquhart station. The change in method of recovery
reflects the fact that the utility has entered into long-term, fixed charge
contracts with its interstate and intrastate suppliers for the right to have gas
delivered to the repowered units.

The cash working capital allowance for the utility is determined using the one-
eighth method. Commission declines to order a lead-lag study for the next rate
proceeding, explaining that the record provides no reliable, credible, or probative
evidence that lead-lag studies would produce benefits that outweigh the simplicity,

c
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that time, payments under the Duke/Fluor Daniel contract, and related
carrying costs and internal Company costs, will have increased the total Jasper
Project CWIP from the $148,142,435 on the books as of June 30, 2002, to
$276,224,951. (Tr., Vol. 11, Walker, at 376) . The Company proposes that the Staff
will audit the cwlp balances after that date and that new rates will not go into
effect until Staff determines that the full $276,224,951 has been properly expended
on the project. (Tr., vol. V, Marsh, at 1674).

: I ..Vu
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The Commission finds that allowing this additional CWIP into rates will stop the
accrual of carrying costs on the full $276,224,951 of investment at issue. (Tr.,
Vol. V, Ellison, at 1473) . These carrying costs, which accrue as Allowance for
Funds Used During Construction (AFUDC), would otherwise be capitalized as
additional costs of the facility. These costs would then become part of the
Company's rate base and revenue requirements until fully depreciated over the life
of the project.

$.7§,224 951 pf Jasper Project
act to and "t bathe

in keeping with the Commissiorvs
'Zions concerning CWIP related to Cope Generating Station, as reflected in
is in Docket nos. 92-619-E and 95-1000-E. Specifically, in Order no. 93-465,
ed in Docket No. 92-619-B, the Commission discussed the benefits of such an

approach to CWIP in great detail. [FNB] The reasons given there still have force,
and the Commission reaffirms the findings of that order. (See Tr., vol. V, marsh,
at 1675-76).

Construction of the Jasper plant: is proceeding under a fixed-price, turn-key
contract between SCE&G and Duke/Fluor Daniel. (Tr., vol. II, Walker, at 271- 72) .
This contract contains schedule and performance guarantees, and fixed, milestone-
based payment schedules, that are fully comparable to the contracts under which .
Duke/Fluor Daniel recently built the Cope Generating Station for SCE&G. (Id: Vol .
v, Marsh, at 1673-74) »

[21-23] SCE&G is currently constructing a new 875-MW natural gas fired generating
plant in Jasper County South Carolina. (Tr., Vol. I, Lorick, at 39) . Construction
has been underway since the Spring of 2002, pursuant to Order No. 2002-19, issued
by this Commission in Docket 2001-420-B, approving the siring of the plant. (Id.) .

To account for this change in the method of recovery of these costs, the Company
is further ordered to reduce the fuel cost recovery factor established in Order No.
2002-347 by $0.00044/kwh. This reduction shall take effect on the effective date of
the rates approved herein. The amount of the reduction reflects the per kilowatt
hour effect of deducting $8,081,000 in expenses from the fuel cost approved in
Order no. 2002-347.

year to year and are added to the fue l cost: calculat ion, they wil l  be netted
against the f ixed deduct ion, such that variat ions,  pos it ive or negat ive,  wil l  be
reflected in the fue l costs calculated under s.c. Code Ann. § 58-27-865.

225 P.U.R.4th 440
225 P.u.R.4th 440, 2003 WL 1818431 (s.c.p.s.c.)
(Publication page references are not available for this document.)
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[53, 54] Balancing of Interests The South Carolina courts have held that the
setting of rates of return 'involves the balancing of the investor and the consumer
interests. 'Federal Power Commission v. Hope Natural Gas Company, 320 u. s. at 602
03, quoted in Southern Bell Telephone and Telegraph Co. v. South Carolina Public
Service Commission, 244 S. E. 2d. at 281. The evidence on the record here shows
that were SCE&G's debt rating to drop to BBB the result would be to add
substantially to the cost of the $550 million in new financing SCE&G must raise
over the next two years. (TR at vol. I, pp. 165, 170) . Specifically, over the life
of a 30 year bond such a rating drop would add $1.05 in additional financing costs
to each $10.00 financed, or $58 million of additional financing costs to $550
million in new bonds. (Id. at 165, 170) . Clearly, shareholders and customers share
an interest in maintaining SCI&G's access to capital on reasonable terms during
this period of high capital needs for the Company and volatile and unyielding
conditions in financial markets. To do otherwise could substantially increase the
Company's debt service costs for decades and could substantially increase costs to
customers for an equal length of time

l

Accordingly, in assessing the business conditions facing the Company, the
Commission finds that the reliable, probative and substantial evidence on the
record shows that SCB&G's credit ratings are in jeopardy and that the Company's
ability to raise money on reasonable terms to support the proper discharge of its
public duties may be at risk. These facts support a cost of equity capital at the
high end of the range discussed above

The Commission finds that the Company has historically sought to maintain a
single-A bond rating and that rating is presently in jeopardy. (Id. at 179) . The
Commission finds to be credible and persuasive the testimony of SCE&G's CFO, Mr
Marsh, that as a result of several major business failures, rating agencies have
become more stringent in their expectations and unyielding in applications of their
rating standards. (Id. at 164-65, 179) . The evidence shows that SCE&G does not
fully meet the financial targets for its single-A status at present and will lose
that rating if the rates approved under this order do not generate earnings
sufficient to improve its debt coverage ratios. (Id. at 163-6S, 179)

225 P.U.R.4th 440
225 P.U.R.4th 440, 2003 WL 1818431 (s.c.p.s.c.)
(Publication page references are not available for this document.)
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MODIFIED FINAL ORDER

DONALD L. SODERBERG I Chairman and presiding Officer
2

i

JOANNP. KELLY Commissioner

REBECCA D. WAGNER I Comm s s loner , (Dissenting to Paragraph 120)
S

~\

By the Commission: 88
8The Public Utilities Commission of Nevada

findings and conclusions :
("Commission") makes the following

I. Procedural History §
'¥
3

\i

i
Ia
s
-r4

58

The
1

3

1. On November 17, 2006, Nevada Power company ("NPC") filed with the Public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
No. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase in
annual revenues of $172.4 million, which is approximately an 8% increase over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%. 4

7

3
3.s
i
I
s
.
1
.
\
1

g

2. Also on November 17, 2006, NPC filed with the Co~ ~mission an Application,
designated as Docket no. 06~11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket No. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

i

I
s

3. These Applications are filed pursuant to the Nevada Revised Statutes ( "NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited to NRS 704.110 and NAC '703.2715, 703.278 and 703.2201 et seq.

2

5

4

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of Practice and Procedure.

s

\

i

5. Pursuant: to NAC 703.740,
referenced dockets .

the Presiding Officer has consolidated the above-

s
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Commission believes that NPC's ROE should not be set below its current authorized
ROE. The commission is aware that low interest rates of the last several years have
reduced the overall cost of capital in general, thereby reducing ROR requirements
for regulated utilities. However, the Commission must weigh several factors when
setting a ROE for NPC. The ROE chosen should reflect the financial community's
current perception of NPC. It should assist NPC with regard to its ability to
finance the extremely large amount of capital necessary for the EEC, intertie and
other construction projects. [FN9] It also must take into consideration the
positive and negative aspects of managing a service territory experiencing
significant growth as well as the risk factor of industrial concentration.
Moreover, the ROE must be set high enough to encourage the achievement of
investment grade status, which could save ratepayers more than $10 million in
interest expenses per $100 million of bonds issued by NPC. The number must be

a reflection of past Zion must lso
ital as well E will
f4*>9= reflects those fac

=;~=\=ne .Needs of its customers

models depending upon their client's position and economic beliefs. All of these
models are tools to provide information to help determine the most reasonable ROE
number at this point in time. The Commission believes that reliance on the results
of one model does not provide the most reliable estimate of ROE. In the previous
GRC, the Co~ ~mission primarily relied on the DCF analyses in determining NPC's ROB,
but it was not the only model used. The risk premium results were used to temper
the DCF results, as a test of reasonableness. The DCF model is a market~based
concept used to estimate a ROE. It is responsive to current market conditions and
is very practical and understandable. CAPM is a risk premium model, whose
fundamental premise is that risk-averse investors demand higher returns for
assuming additional risk. CAPM quantifies the additional return, or risk premium,
required for bearing incremental risk. CAPM is slower to respond to market changes.
In this proceeding, the Commission finds that CAPM can be given more weight in the
Co~ mission's ROE decision instead of solely being regarded as a useful check on the
reasonableness of the DCF model.
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FN9. In NPC's Integrated Resource Plan, the Commission approved approximately

$1 billion of expenditures. Docket No. 06-06051, Order issued Jan. 30, 2007.
Specifically, the Commission approved:

s

• NPC and SPPC to expend $300 million in EEC development costs, with $155
million allowed prior to obtaining an air permit. Currently, NPC expected to be
allocated 80% of these costs. (11 169, 1 171)

8
;|
t
E
\
i

§

i
I
v

§• NPC to install 600 megawatts of quick start combustion turbine with an
estimate cost of $394~$398 million. (1 227.)

• Reid Gardner environmental upgrades with an estimated cost of $84 million. (1

;

1

e
t

235.) i

• Clark Units 1-3 decommissioning with an estimated cost of $17 million. (1
a
5

i

244. J

• Transmission projects with an estimated cost of $262 million. (1 269-2'70»)

• Demand-side management program with an estimated annual cost of $30 million.
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transmission system that provides transmission capacity preddlninantly for native
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was As it indicated in the cost of Capital section of this Order, the
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302. Mr. mcElwee stated that the BCP interpretation of NPC's intent is in error.
NPC will cease accruing AFUDC on the HAM line upon its completion, not upon the
effective date of the rates authorized in this proceeding. (Exhibit 111 at 12.)

Commission Discussion and Findings

sao. Additionally, NPC identified several factors for the Commission to consider
in determining whether to allow the HAM line CWIP into rate base. NPC is not paying
a dividend. NPC continues to work to achieve investment grade status and faces even
greater challenges in funding facilities necessary to meet the growing needs of
southern Nevada. This Commission has never evaluated a request to include CWIP in
rate base from a utility that is below investment grade and facing unprecedented
financing challenges. Further, NPC had virtually completed the construction of the
HAM line by the end of Certification. (Id. at 9-11.)

301. NPC disagreed with the BCP's characterization that NPC's request to include
CWIP in rate base is an attempt to reach beyond the test period. NPC has limited
its request to the expenditures through the end of the Certification period. (Ia.
a t  6 - 7 . )

NPC to include in rate base the costs incurred through the Certification period to
implement a new Customer Information system. [FN27] NIC's request to include CWIP
in rate base for the HAM line is supported by the same reasoning that the
Commission used in its decision to include CWIP in rate base for the Customer
Information System in NPC's 2001 GRC. (Exhibit 115 at 4- 6.)
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304. The commission has established a mechanism in the resource planning
regulations for considering incentives for utility resources. NPC did not request
an incentive for the HAM line in a resource planning process. The commission
prefers that NPC make future requests for incentives for resources in a resource
planning process.
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305. with regard to the City of Henderson payments, the Commission believes that
the issue at hand with respect to the HAM line is whether NPC should be allowed to
place the HAM CWIP into rate base, not the prudence or reasonableness of the
project's costs. The prudence and reasonableness of the HAM line costs will be
addressed in NPC's next GRC or at such time as when the total costs of the HAM line
are sought to be included in rates. If Staff wishes to make its surcharge
recommendation at that time, it is likely that Presiding Officer will be required 3
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MODIFIED FINAL ORDER

DONALD L. SODERBERG, Chairman and Presiding Officer

Jo ANN p. KELLY, Commissioner

REBECCA D . WAGNER, Commissioner, (Dissenting to Paragraph 120)

By the Commission

The Public Utilities Commission of Nevada ("Commission") makes the following
findings and conclusions

1. Procedural History

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the Public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
No. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase in
annual revenues of $172 .4 million, which is approximately an 8% increase over
present revenues. The impact of the Application varies by customer rate class. The
proposed average impact for all residential customer classes is 12.25%

2 . Also on November 17, 2006, NPC filed with the Commission an Application
designated as Docket No. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket no. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991

3. These Applications are filed pursuant to the Nevada Revised Statutes . ("NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited to NRS 704.110 and NAC 703.2715, 703.278 and 703.2201 et seq

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of Practice and Procedure

5. Pursuant to NAC 703.740, the Presiding Officer has consolidated the above
referenced dockets
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113. The Commission determines the ROE based on the testimony of cost of capital
It is dun os?t
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Costs of capital experts utilize various

111. In considering NPC's cost of equity, two factors stand out according to
Staff. First, NPC's overall financial position declined precipitously in 2002,
leading to loss of its investment-grade credit ratings, but it has improved
continuously over the last four years. Further, NPC has recently received favorable
resolution of major outstanding litigation before the Nevada Supreme Court against
the Commission in connection with the 2002 downgrades. These actions have greatly
decreased investor uncertainty and reversed NPC's highly leveraged capital
structure, which was the main factor that would support claims that NPC is more
risky than other domestic energy utilities. Therefore, Staff's proposed ROE and ROR
fully reflect the risks investors face regarding NPC. (Id. at 23.)

time .

its rate based

110. The average of the two CAPM methods and the FFBF model was 11.13%, which was
the percent Staff weighted equally with each of its other three ROB estimates. This
estimate, like the DCF and CA+I estimate, is tied to the average capital structure
for energy utilities and must be modified (Modigliani-Miller hypothesis) for use
with other capital structures, such as NPC's Certification capital structure. (Id.
at 17.)

109. To calculate the FF3F return for each of the 77 energy utilities in Staff's
data base, Staff used the Morningstar FF3F betas and risk premier from its most
recent Beta Book (First 2007 Edition, based on data through the end of 2006) . In
Attachment RLK-6, these three products were computed and added to Morningstar's
end-of-2006 listing of the 20~year U.S. Treasury bond yield of 4.91%, as reported
in the SBBI December Market Report 2006 to get the FFBF return for each stock. The
result was an average energy utility FFBF ROE of 11.39%. (Id. at 17.)

betas with size adjustment and 11.38% for the VL betas.
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findings of NPC's imprudence, which resulted in the disallowance of
and purchase power costs in 2002. The Commission recognizes that
utilities were subject to similar market problems as NPC, and on
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average their betas exceed the industry average as well .

115. Additionally, NPC's service territory is one of the fastest growing in the
nation, which requires significant capital expenditures for distribution and
transmission facilities . As noted by NPC, since its 2003 GRC, it has added $549
million in distribution and transmission plant. In order for NPC to be able to
attract the financial capital necessary to support these expenditures, it is
necessary for the Commission to establish a forward-looking ROE that takes into
account NPC's plant additions. [FN8]

FNB. Establishment of a forward-looking ROE is consistent with United States
Supreme Court precedent regarding utility ratemaking. Blue field Waterworks and
Improvement Company v. public Service Commission of West Virginia, 262 U.S. 679,
693 (1923) ("The return should be reasonably sufficient to ... under efficient and
economical management, to maintain and support [a utility's] credit and enable it
to raise the money necessary for proper discharge of its public duties. ") ; Federal
Power Commission v. Hope Natural Gas Company, 320 U.s. 591, 603 (1944) ("That
return, moreover, should be sufficient to assure confidence in the financial
integrity of the enterprise, as to maintain its credit and attract capital.").

116. Due to favorable market conditions and what was then a pending move to
competitive markets, NPC and the regulatory community favored wholesale energy
purchases at the expense of generation construction in the 1990s . Hence, NPC did
not build sufficient generation in that decade and its resource portfolio is
consequently out of balance. Although progress on resource rebalancing has been
made in the past few years, NPC must continue to build both sufficient generation
to keep up load growth and additional generation to compensate for generation not
built in the 1990s. Notwithstanding its risk profile, NPC must attract large
amounts of debt and equity capital to finance this aggressive expansion of
generation capacity.

117 . The Commission finds that despite being authorized an ROE of 10.25% in its
last GRC, which ROE did not include the approval of a risk adder, NPC' s financial
position has improved significantly since its last GRC. The Commission believes
that NPC's improved capital attraction position is a result of NPC' s progressive
and forward-thinking management, as well as Nevada' s positive regulatory
environment, including an equity premium adjustment for construction projects that
are deemed critical f facilities as well as demand side management programs.

118 , NPC has asked for an additional 70 basis points to be added to its ROE in
this proceeding in recognition of NPC's higher risk as well as to facilitate its
achievement of investment grade status. The Commission has supported and continues
to support NPC's efforts to move its status to investment grade. The Commission
believes that investment grade bonds are important to reduce the costs of new
generation plant and transmission facilities being financed with 20-year bonds. The
move to investment grade could save the ratepayers $10 million per $100 million of
bonds issued over the 20-year life of the bonds. Regardless of NPC's past financial
difficulties and past Commission findings of imprudence, the Commission believes
capital attraction requires a forward-looking ROE. The existing regulatory
environment is supportive, and NPC's financial position should soon be investment
grade without a 70 basis point risk premium adder. Therefore, the Commission finds
that a 70 basis point risk premium adder is not necessary at this time.

119. The Commission relies upon cost of capital experts and their estimates of ROE
generated by financial models evaluated in a GRC. There are five models generally
used to provide this input. Different proponents rely on one or more of those

© 2007 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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1

2

Q-

3

4 A.

Ha s th e  Co m p a n y's  fin a n c ia l c o n d itio n  im p ro ve d  s in c e  Un iS o u rc e  En e rg y a c q u ire d

th e  e le c tric  u tility o p e ra tio n s  fro m  Citize n s  Co m m u n ic a tio n s  Co m p a n y ("Citize n s ")

in  2003?

The  Com pa ny's  fina ncia l condition ha s  im prove d in ce rta in re s pe cts  but we a ke ne d in

othe r re s pe cts . O n  th e  p o s it iv e  s id e ,  th e  C o m p a n y's  e q u ity ra t io  (e q u ity /  to ta l

ca pita liza tion) ha s  improve d from 36% in Augus t of 2003 to 49% a t the  e nd of the  te s t

ye a r. This  ha s  be e n a ccomplis he d through the  re te ntion of 100% of a nnua l e a rnings  a t

UNS  E le c tric  a nd  a dditiona l e quity contribu tions  of $14  m illion  m a de  by UniS ource

Ene rgy. The  Compa ny's  short-te rm liquidity wa s  a lso s ignifica ntly e nha nce d through the

e s ta blis hm e nt of a  re volving cre dit fa c ility, s ha re d with UNS  Ga s , which wa s  re ce ntly

e xpa nde d to  $60 m illion (pe nding Com m is s ion a pprova l in  Docke t No. E-04204A-06-

0493). As  a me nde d, this  fa cility would a llow e ithe r UNS  Ele ctric  or UNS  Ga s  to borrow

a  m a xim um  of $45  m illion  unde r the  fa c ility a t a ny g ive n  tim e . Howe ve r, s ince  the

a cquis ition wa s  comple te d, the  Compa ny's  ne t ca sh flow ha s  de cline d s ignifica ntly. The

following ta ble  highlights  the  some  of the  ke y fina ncia l re sults  from 2004 a nd 2005, the

firs t two fis ca l ye a rs  following the  a cquis ition, a nd fore ca s te d fina ncia l re s ults  for 2006

a nd 2007:

($000s)

Net Income

2004 Actual 2005 Actual 2006 FcSt. 2007 Fcst.

$4,338

11.2%

$4,994

l 1.0%

$3,882

6.8%

$1,720

2.5%

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Return on Avg. Equity

Operating Cash Flow (a)

Capital Expenditures (b)

Net Cash Flow [(a) - (b)]

$18,558

$19,005

($44'7)

$20,537

$29,951

(559,414)

$10,346

$39,280

($28,934)

$11,733

$42,864

($31,131)

4



1 Q.

2 A.

3

4

Are the debt obligations  of UNS Electric  ra ted by the major credit ra ting agencies ?

No. Credit ra tings  ass igned by Moody's , S tandard & Poor's  and Fitch were  not required

by the  le nde rs  to UNS  Ele ctric. Howe ve r, the  le nde rs  who purcha s e d $60 million of

long-te rm note s  from UNS  Ele ctric in 2003 did re quire  a  ra ting from the  Na tiona l

Associa tion of Insurance  Commiss ione rs  ("NAIC"). The  ra ting a ss igned to these  notes

was NAIC-3, which is  roughly equiva lent to a  specula tive-grade  credit ra ting of Ba  from

Moody's  or BB from S tanda rd & Poor's  or Fitch. This  ra ting was  one  grade  lower than

the  NAIC-2 inve s tme nt-gra de  ra ting a s s igne d to UNS  Ga s . The  prima ry fa ctor

contributing to a  lower ra ting a t UNS Electric was  the  projected gap be tween opera ting

ca sh flows  a nd ca pita l spe nding ne e ds . As  a  re sult of this  lowe r ra ting, the  long-te rm

notes  issued by UNS Electric can'y a  highe r inte re s t ra te  of 7.61% and have  a  shorte r

five -yea r te rm re la tive  to the  note s  issued by UNS Gas , which ca rry an inte re s t ra te  of

6.23% and have an average term of ten years.

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5 Q .

1 6

1 7 A .

1 8

1 9

2 0

2 1

2 2

If UNS Electric were to seek credit ratings from the major credit rating agencies,

would the Company's debt obligations be rated investment grade?

No, it is  highly unlike ly tha t UNS Electric would rece ive  inves tment grade  credit ra tings

a t this  time . Although the  Company has  a  hea lthy mix of debt and equity capita l, UNS

Ele ctric's  ca s h flow a nd e a rnings  a re  both fore ca s te d to de cline  s ignifica ntly Mouth

2007. Until the  Compa ny re ce ive s  a de qua te  ra te  re lie f, a nd a dditiona l re source s  a re

procured to meet re ta il load in 2008 and beyond, it would be  premature  for UNS Electric

to approach the  ra ting agencies with an expecta tion of receiving investment grade credit

ra tings.23

24

25

26 A.

27

Q- How does UNS Electric's financial condition compare with other electric utilities?

The  Company's  11.0% re turn on ave rage  common equity in 2005 was  comparable  to

average returns for the industry. On a composite basis, the average annual return on

5



1

2

3

4

5

6

common e quity re porte d by Va lue  Line  for the  e le ctric utility indus try ra nge d from

10.5% to 12.1% over the  period 2003-2005. However, the  forecasted 6.8% re turn on

common equity for UNS Electric in 2006 is  substantia lly be low industry norms. In te rms

of debt leverage, the ratio of total debt to total capital exceeded the industry median value

at year-end 2005 but has since improved due to capita l contributions made by UniSource

Energy. In  te rms  of ca s h  flow, UNS  Ele ctric  la gge d  be hind  the  indus try by a

cons ide ra ble  ma rgin in 2005. On two ke y ca s h flow ra tios  - Funds  from Ope ra tions

("FFO") Inte rest Coverage  and Net Cash Flow to Capita l Expenditures  -- UNS Electric's

pe rforma nce  wa s  s ignifica ntly be low the  me dia n va lue  for a  group of 31 e le ctric

dis tribution companies  ra ted by Fitch Ra tings  se rvice . The  credit ra tings  for this  group

ra nge d from a  low of BB+ to a  high of A+, with a  me dia n cre dit ra ting of BBB. The

following ta ble  compa re s  the  ke y cre dit qua lity me trics  for UNS Ele ctric (2005 a ctua l

a nd 2006 proje cte d va lue s ) with the  indus try me dia n va lue s  for e le ctric dis tribution

companies:

2005
Actual

2006
Forecast

Industry
Median

FFO Interest Coverage 3.1X 3.0X 4.3X

FFO to Total Debt 19% 16% 22%

69% 26% 86%Net Cash Flow / Capital Expenditures

Total Debt l Total Capital 57% 56% 48%

Net Cash Flow : Operating Cash Flow less Dividends Paid.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

The  ga p be twe e n UNS  Ele ctric a nd the  indus try me dia n va lue  for Ne t Ca s h Flow /

Capita l Expenditures  is  of pa rticula r concern for two reasons . Firs t, a  ra tio of le ss  than

l 00% indica tes  a  dependence  on outs ide  capita l to fund ongoing capita l expenditures .

During 2005 and the first half of 2006, most of this gap was funded through increased

6
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1

2

this  ra nge  is  ve ry s imila r to the  cos t of e quity e s tima te  pre se nte d in my Dire ct Te s timony

for the  sa me  group of e le ctric utilitie s  (9.7% to 11.2%).

3

4 Q.

5

6

7

8

9

10

11

12

13

14

In  d e ve lo p in g  h is  fin a l ROE re c o m m e n d a tio n , d id  Mr. Rig s b y ta ke  in to  a c c o u n t th e

h ig h e r ris k p ro file  o f UNS  Elec tric  re la tive  to  h is  s amp le  g ro u p  o f e lec tric  u tilitie s ?

No, he  did not. On pa ge  55 of his  Dire ct Te s timony, Mr. Rigs by dis mis s e s  the  compa ny-

s pe cific  ris ks  fa ce d by UNS  Ele ctric  tha t I de s cribe d in my Dire ct Te s timony a t pa ge s  19

through 20. The s e  dis tinguis hing ris k fa ctors , e a ch be ing of s ignifica nt importa nce  to a n

inve s tor, a re  so la rge  on a  cumula tive  ba s is  tha t the y s imply ca nnot be  ignore d. Re la tive  to

the  com pa nie s  in  Mr.  Rigs by's  p roxy group ,  UNS  E le c tric  is  de c ide d ly ris lde r fo r the

following re a sons :

S pecula tive -grade  credit ra ting,

La ck of common divide nd pa yme nt,

Fina ncia l impa ct of growth a nd re gula tory la g,

Te rmina tion of a ll-re quire me nts  powe r supply contra ct in 2008,

Ma turity of a ll long-te rm de bt in 2008, a nd

S ma ll s ize .

15

16

17

18

19

20

21

22

23

24

25

26

27

Eve n if Mr. Rigsby is  corre ct in a ssuming tha t the  Compa ny's  sma ll s ize  a nd powe r supply

cha lle nge s  should be  give n little  or no we ight, the  othe r fa ctors  lis te d a bove  re pre se nt risks

tha t ne e d to be  cle a rly re cognize d in s e tting a n a llowe d ROE for UNS  Ele ctric. At a  ba re

minimum, e ve n if the  Compa ny ha d a n inve s tme nt-gra de  cre dit ra ting, it is  a ppa re nt tha t

UNS  Ele ctric 's  cos t of e quity lie s  a t the  high e nd of the  ra nge  e s ta blis he d for the  proxy

group of compa nie s  a na lyze d by Mr. Rigsby. And whe n the  spe cula tive -gra de  cre dit ra ting

of UNS  Ele ctric is  ta dce n into a ccount .- which a dve rse ly a ffe cts  both the  cos t of de bt a nd

e quity to the  Compa ny .- it is  a lso a ppa re nt tha t a n e quity risk pre mium mus t be  a dde d to

the  proxy group re sults . By ignoring the  risk fa ctors  cite d a bove , a nd fa iling to a djus t the

A.
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Direct Testimony of William A. Rigsby
Docket No. E-04204A-06-0783

I

%
I 1 This formula is the basis for the standard growth valuation model that l
I

a 2 used to determine UNS' cost of equity capital. It is similar to one of the

3 models used by the Company.

4

5

6
x

7

33
8

In determining the rate of  future dividend growth for UNS, what

assumptions did you make?

There are two primary assumptions regarding dividend growth that must

be made when using the DCF method. First, dividends will grow by a

9

10

11

12 I

13

14

constant rate into perpetuity, and second, the dividend payout ratio will

remain at a constant rate. Both of these assumptions are predicated on

the traditional DCF model's basic underlying assumption that a company's

earnings, dividends, book value and share growth all increase at the same

constant rate of growth into infinity. Given these assumptions, if the

dividend payout ratio remains constant, so does the earnings retention

15

16
I

17

18

19

ratio (the percentage of earnings that are retained by the company as

opposed to being paid out in dividends), This being the case, a

company's dividend growth can be measured by multiplying its retention

ratio (1 dividend payout ratio) by its book return on equity. This can be

stated as g = b x r.

20

21

22

23

l

A.

Q.
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Direct Testimony of William A. Rigsby
Docket No. E-04204A.06-0783

1 This formula is the basis for the standard growth valuation model that l

2 used to determine UNS' cost of equity capital. It is similar to one of the

3 models used by the Company.

4

5 in determining the rate of  future dividend growth for UNS, what

6 assumptions did you make?

7 There are two primary assumptions regarding dividend growth that must

8 be made when using the DCF method. First, dividends will grow by a

g constant rate into perpetuity, and second, the dividend payout ratio will

10 remain at a constant rate. Both of these assumptions are predicated on

11 the traditional DCF model's basic underlying assumption that a company's

12 earnings, dividends, book value and share growth all increase at the same

8

i i
1

13 constant rate of growth into infinity. Given these assumptions, if the

14 dividend payout ratio remains constant, so does the earnings retention 3:

*gI
15 ratio (the percentage of earnings that are retained by the company as

16 opposed to being paid out in dividends). This being the case, a

17 company's dividend growth can be measured by multiplying its retention

18 ratio (1 dividend payout ratio) by its book return on equity. This can be

3

8

9

3
2

19 stated as g = b x r.
8

20

21

22

23

A.

Q.

10

g
i

8
8
3

3
3
3
g
33
3
8
3

8



209



UNS ELECTRIC, INC.

DOCKET no. E-04204A-06-0783

DIRECT TESTIMONY

OF

WILLIAM A. RIGSBY, CRRA

J

J

ON BEHALF OF

THE

RESIDENTIAL UTILITY CONSUMER OFFICE

4

4

JUNE 28, 2007



11

12

10

13

14

20

15

16

17

21

19

18

22

2

3

4

6

8

5

7

9

1

A.

Q.

Direct Testimony of William A. Rigsby
Docket No. E-04204A-06-0783

A.

Q.

Q.

A.

1 Decision No. 68487, Dated February 23, 2006 (Docket No. G-01551A-04-0876)

(br) to arrive at a final sustainable growth rate estimate.

The market price of a utility's common stock will tend to move toward book

the equation [(M + B) + 1] + 2.

Yes. The external growth rate estimate (av) is displayed on Page 1 of

Schedule WAR-4, where it is added to the internal growth rate estimate

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return

rate expectations in your analysis of expected dividend growth for the DCF

that is equal to the cost of capital (one of the desired effects of regulation).

model?

As a result of this situation, l used [(M

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in

Did you include the effect of external equity financing on long-term growth

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

current market-to-book ratio by itself to represent investor's expectations

Please explain why your calculation of external growth on page 2 of

this assumption?

witness, Stephen Hill, who I noted earlier in my testimony. In that case,

Yes. In the most recent Southwest Gas Corporation rate cases, the

Has the Commission ever adopted' cost of capital estimate that included

Commission adopted the recommendations of ACC Staff's cost of capital

17

B)+1] 2 as opposed to the

e
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Page 1101

analysts do, which is just to plug in the long-term growth

expectation of analysts.

Q. Understanding all of that, Dr. Morin still notes

problems with the sustainable growth analysis; correct?

A. He can note problems with it. I'm sure there are

other aspects of estimating the cost of equity that he

would find problems with.

Q. And another thing you do, sir, as part of your

external growth factor, and this is the S-V variable, I

believe --

A.

Q.

A. Yes.

Q. And looking at your response to UNSE 1-48, which

has been marked as UNSE-49, those list there the

market-to-book ratios of your comparable companies"

A. Yes.

Q. And they range from 1.45 to 2.3l?

A. Yes.

Q. It comes out to an average of about 1.78 roughly?

A. I'll take your word for that, subject to check.

Q. Sure. You would -- or as part of your external

growth factoring, 'you averaged those amounts with one;

correct?

A.

Yes .

-- is you factor in the market-to-book

I think what you're referring to is my Schedule

9/20/2007
Vol. VI

ratios?
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WAR-4, I believe. Let me just go back here.

Schedule WAR-4, and that's on Page 2 of 2.

And what I'm doing is I'm taking the

market-to-book ratios that appear in your data request,

and l'm adding one to that and then I'm averaging the two.

I'm averaging those two figures.

Q. Basically, you're taking the actual market-to-

book ratios from your sample group and you're averaging

each one with the number one?

A. Yes.

Q. And number one demonstrates a market-to-book

ratio of one?

A. That's correct.

Q. And if we were to average all of the averages, we

would get up to a number of 1.39, approximately?

A. Yeah. Again, subject to check, I'll take your

word for that.

Q. And 1.39 would be an average market-to-book below

all of the eight holding companies you used in your list

of comparable companies; is that correct?

A. Well, the short answer to that would be yes. But

what you have to understand is that the purpose of that

calculation is to take into consideration the assumption

that if a regulatory body awards a utility with a rate of

return that's equal to its cost of capital, then the

l 'hi

.
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YesA.1

2 Q. And you do this even though investors have access

3 to all of this information, obviously?

A.4 Well, yes.

•5 Q And in response to another data requestOkay.

6 regarding, I think, market-to-book ratio, you attached

7 excerpts from Dr. Roger Morin's book, "New Regulatory

8 Finance" correct?I

Yeah.A.9 I think it's your Exhibit 50.

»Correct•10 Q

Is that correct?11

Yes.A.12

MR. GELLMAN:13 Your Honor, may I approach?Okay.

Yes.ALJ WOLFE:14

15 (BY ms. ScoTT) Sir, I have just handed you aQ.

16 book. Is that indeed Dr. Morin's "New Regulatory Finance"

17 book that I have handed you?

A.18 It looks like the copy I've got.

19 Q. And as part of your analysis, did you rely on

20 some of the things in that book to -- or let me just say

21 as part of your responsibilities, is that a text that is

22 commonly used in your industry?

It's a text that I'm sure that a number ofYeah.A.23

And we -- this is a fairly new24 analysts have a copy of.

25 text. I think it's only been out over the last year or
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New Regulatory Finance

securities to the point at which new purchases would am only
the old cost of capital on meir investments. The only beneiiciades
would be those who happened ro own the stock at the time the
policy change was announced or anticipated

12.5 M/B Ratios in the Regulatory Process

It is sometimes argued that because current M/B ratios are 'm excess of 1.0,
this indicates that companies are expected by investors to be able to earn
more than their cost of capital, and that the regulating authority should lower
the authorized return on equity, so that the stock price will decline to book
value. It is therefore plausible, under this argument, that stock paces drop
from the current M/B value to the desired M/B ratio range of 1.0 times book.

There are several reasons why this view of the role of M/B ratios in regulation
should be avoided

r

(1) The inference that M/B ratios are relevant and that regulators should set
an ROE so as to produce an M/B of 1.0 is misguided. The stock price is set
by the market, not by regulators. The M/B ratio is the end result of regulation,
and not its staring point. The view that regulation should set an allowed rate
of return so as to produce an M/B of 1.0 presumes that investors are irrational.
They commit capital to a utility with an M/B in excess of 1.0, knowing full
well that they will be inflicted a capital loss by regulators. This is certainly
not a realistic or accurate view of regulation. For example, assume a utility
company with an M/B ratio of 1.5. If investors expect the regulator to authorize
a return on book value equal to the DCF cost of equity, the utility stock price
would decline to book value, inflicting a capital loss of some 30%. The notion
that investors are willing to pay a price of 1.5 times book value only to see
the market value of their investment drop by 30% is irrational

(2) The condition that the M/B will gravitate toward 1.0 if regulators set the
allowed return equal to capital costs will be met only if the actual return
expected to be earned by investors is at least equal to the cost of capital on
a consistent long-tennbasis and absent inflation. The cost of capital of a
company refers to the expected long-run earnings level of other firms with
similar risk. If investors expect a utility to earn an ROE equal to its cost of
equity in each period, then its M/B ratio woad be approximately 1.0 or higher
wl'th the proper allowance for flotation cost

(3) A company's achieved earnings in any given year are likely to exceed
or be less than their 1ong~mn average. Depressed or inflated MB ratios are
. considerable degree a function of forces outside the control of regulators,
such as the general state of the economy, or general economic or 'financial
circumstances that may affect the yields on securities of unregulated as well



<

¢

aM.. only
1eficiades
= time due

i1
!

Chapter 12: Market~toBook and Q-Ratios

i

as regulated enterprises. The achievement of a 1.0 M/B ratio is appropriate,
but only in a long-run sense. For utilities to exhibit a 1ong~mn M/B ratio of
1.0, it is clear that dining economic upturns and more favorable capital market
conditions, the M/B ratio must exceed its long-mn average of 1.0 to compensate
for the periods during which the M/B ratio is less than its long-run average
under less favorable economic and capital market conditions.
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Historically, the MB ratio for utilities has fluctuated above and below 1.0.
Ir has been consistently above 1.0 from the 1980s to the mid 2000s, This
indicates that earnings below capital costs and M/B ratios below 1.0 during
less favorable economic and capital market conditions must necessarily be
accompanied with earnings in excess of capital costs and M/B ratios above
1.00 during more favorable economic and capital market conditions.

Js in regulation

E
I
l 0

I

M/B ratios are determined by the marketplace, and utilities cannot be expected
to compete for and attract capital in an environment where industrials are
commanding M/B ratios well in excess of 1.0 while regulation reduces their
M/B ratios toward 1.0. Moreover, if regulators were to currently set rates so
as to produce an M/B ratio of 1.0, not only would the long-run target M/B
ratio of 1.0 be violated, but more importantly, the inevitable consequence
would be to inflict severe capital losses on shareholders. Investors have not
committed capital to utilities with the expectation of incurring capital losses
from a misguided regulatory process.

I
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(4) Rate of remen regulation is fundamentally a surrogate for competition.
The fundamental goal of regulation should be to set the expected economic
profit for a public utility equal to the level of pro5ts expected to be earned
by Enuos of comparable risk, in short, to emulate the competitive result. For
unregulated firms, the natural forces of competition will ensure that in the
long run, the ratio of the market value of these firms' securities equals the
replacement cost of their assets. Competitive industrials of comparable risk
to utilities have consistently been able to maintain the real value of their assets
in excess of book value, consistent with the notion that, under competition,
the Q-ratio will tend to 1.00 and not the M/B ratio. This suggests that a fair
and reasonable price for a public utility's common stock is one that produces
equality between the market price of its common equity and the replacement
cost of its physical assets. The latter circumstance will not necessarily occur
when the M/B ratio is 1.0. As the previous section demonstrated, only when
the book value of the nm's common equity equals the value of the Erna's
equity at replacement assets will equality hold.

Ely to exceed
II/B ratios are
of regulators ,
c or Hlnalncial
elated as well

In an inflationary pedod, the replacement cost of a iirnn's assets may increase
more rapid than its book equity. To avoid the resulting economic confiscation
of shareholders' investment in real terms, the allowed rate of return should
produce an M/B ratio which provides a Q-ratio of 1 or a Q-ratio equal to that

l
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of comparable firms. It is quite plausible and likely that M/B ratios will exceed
one if iniladon increases the replacement cost of a iirrn's assets at a faster
pace than historical cost (book equity). Perhaps this explains in part why
utility M/B ratios have remained well above 1.0 over the past two decades
Are we to conclude that regulators have been systematically misguided all
across the United States for all these years by awarding overgenerous returns
or are we to conclude that M/B ratios are largely immaterial in the context
of ratemaldng? The latter is more likely

Historically, it has been highly unusual for utility stock prices to equal book
value. Stock prices above book value are common for utility stocks, and
indeed for all of the major market indexes. It is obvious that regulators
through their rate case decisions, and investors do not subscribe to the notion
that utilities that have market prices above book value are over-earning
Otherwise, regulators would not grant rate increases for any utility whose
stock price was.above book value, and investors would never bid up the price
of stock above book value. It is very difficult to accept the notion that, in a
free-market economy with rampant competition, the vast majority of all pub-
licly traded stocks are earning well in excess of their cost of capital

In short, economic principles do not support the notion that the market value
of utility shares should necessarily equal book value. A basic economic prince
pie holds that, in the long run, market value should equal asset replacement
cost in a given industry. In the presence of inflation and absent significant
technological advances, replacement cost exceeds the original cost book value
of assets. Consequently, it is quite reasonable for the market value of utility
shares to exceed their book value and there is no reason to conclude that
market value should equal book value when one recognizes that regulation
is intended to emulate competition
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UNSE 1-42_~ Please provide justif ication for the statement in Mr. Rigsby's Direct
Testimony at page 17 that investor's expect a given utility will achieve a
market-to-book ratio of 1.0.

Response: William A. Rigsby

The statement is based on the theoretical concept that the market to
book ratio will gravitate toward a value of 1.0 over the long run if
regulators award an allowed rate of return that is equal to the cost of
capital. The concept is discussed in detail on pages 376 to 378 of Dr.
Roger Morin's text New Reoulatow Finance (attached).
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securities to the point at which new purchases would cam only
the old cost of capital on their investments. The only beneficiaries
would be those who happened to own the stock at the mc the
policy change was announced or anticipated

12.5 M/B Ratios in the Regulatory Process

It is sometimes argued that because current M/B ratios are 'm excess of 1.0
this indicates that companies are expected by investors to be able to earn
more than their cost of capital, and that the regulating authority should lower
the authorized return on equity, so that the stock price will decline to book
value. It is therefore plausible, under this argument, that stock prices drop
from the current M/B value to the desired M/B ratio range of 1.0 times book

There are several reasons why this view of the role of M/B ratios in regulation
should be avoided

(1) The inference that M/B ratios are relevant and that regulators should set
an ROE so as to produce an M/B of 1.0 is misguided. The stock price is set
by the market, not by regulators. The M/B ratio is the end result of regulation,
and not its starting point. The view that regulation should set an allowed rate
of return so as to produce an M/B of 1.0 presumes that investors are irrational
They commit capital to a utility with an M/B in excess of 1.0, knowing full
well that died will be inflicted a capital loss by regulators. This is certainly
not a realistic or accurate view of regulation. For example, assume a utility
company with an M/B ratio of 1.5. If investors expect the regulator to authodze
a return on book value equal to the DCF cost of equity, the utility stock price
would decline to book value, inflicting a capital loss of some 30%. The notion
that investors are willing to pay a price of 1.5 times book value only to see
the market value of their' investment drop by 30% is irrational

(2) The condition that the M/B will gravitate toward 1.0 if regulators set the
allowed return equal to capital costs will be met only if the actual return
expected to be earned by 'investors is at least equal to die cost of capital on
a consistent long-tenNbasis and absent inflation. The cost of capital of a
company refers to the expected long-run earnings level of other finns with
similar risk. If investors expect a utility to earn an ROB equal to its cost of
equity in each period, then its M/B ratio would be approximately 1.0 or higher
with the proper allowance for flotation cost

(3) A company's achieved earnings in any given year are likely to exceed
or be less than their long-mn average. Depressed or inflated M/B ratios are
to a considerable degree a function of forces outside the control of regulators
such as the general state of the economy, or general economic or financial
circumstances that may affect the yields on securities of unregulated as well
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as regulated enterprises. The achievement of a 1.0 M/B ratio is appropriate,
but only in a long-run sense. For utilities to exhibit a long-run MIB ratio of
1.0, it is clear that during economic upturns and more favorable capital market
conditions, the M/B ratio must exceed its long-run average of 1.0 to compensate
for the periods during which the M/B ratio is less than its long~run average
under less favorable economic and capital market conditions.
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Historically, the M/B ratio for utilities has fluctuated above and below 1.0.
It has been consistently above 1.0 from the 1980s to the mid 2000s, This
indicates that earnings below capital costs and M/B ratios below 1.0 during
less favorable economic and capital market conditions must necessarily be
accompanied with earnings in excess of capital costs and M/B ratios above
1.00 during more favorable economic and capital market conditions.

Js in regulation I

I

I

I

I

M /B ratios are detennined by the marketplace, and utilities cannot be expected
to compete for and attract capital in an environment where industrials are
commanding M/B ratios well in excess of 1.0 while regulation reduces their
M/B ratios toward 1.0. Moreover, if regulators were to currently set rates so
as to produce an M/B ratio of 1.0, not only would the long-mn target M/B
ratio of 1.0 be violated, but more importantly, the inevitable consequence
would be to inflict severe capital losses on shareholders. Investors have not
committed capital to utilities with the expectation of incurring capital losses
from a misguided regulatory process.
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(4) Rate of return regulation is fundamentally a surrogate for competition.
The fundamental goal of regulation should be to set the expected economic
profit for a public utility equal to the level of profits expected to be earned
by firms of comparable risk, in short, to emulate the competitive result. For
reregulated firms, the natural forces of competition will ensure that in the
long run, the ratio of the market value of these firms' securities equals the
replacement cost of their assets. Competitive industrials of comparable risk
to utilities have consistently been able to maintain the real value of their assets
in excess of book value, consistent with the notion that, under competition,
the Q-rado will tend to 1.00 and not the M/B ratio. This suggests that a fair
and reasonable price for a public utility's common stock is one thatproduces
equality between the market price of its common equity and the replacement
cost of its physical assets. The latter circumstance will not necessarily occur
when the M/B ratio is 1.0. As the previous sectiondemonstrated, only when
the book value of the finn's common equity equals the value of the tirnn's
equity at replacement assets will equality hold.

Ely to exceed
II/B ratios are
of regulators,
c orEnanciaJ
elated as well

In an inflationary period, the replacement cost of a flrm's assets may increase
more rapid than its book equity. To avoid the resulting economic confiscation
of shareholders' investment in real terns, the allowed rate of return should
produce an M/B ratio which provides a Q-ratio of 1 or a Q-ratio equal to that
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The statement is based on the theoretical concept that the market to
book ratio will gravitate toward a value of 1.0 over the long run if
regulators award an allowed rate of return that is equal to the cost of
capital. The concept is discussed in detail on pages 376 to 378 of Dr.
Roger Morinls text New Requlatorv Finance (attached).
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securities to die point at which new purchases would earn only
the old cost of capital on their investments. The only beneficiades
would be those who happened to own the stock at the time the
policy change was announced or anticipated

12.5 M/B Ratios in the Regulatory Process

It is sometimes argued that because current M/B ratios are in excess of 1.0,
this indicates that companies are expected by investors to be able to earn
more than their cost of capital, and that the regulating authority should lower
the authorized return on equity, so that the stock price will decline to book
value. It is therefore plausible, under this argument, that stock prices drop
from the current M/B value to the desired M/B ratio range of 1.0 times book

There are several reasons why this view of the role of M/B ratios in regulation
should be avoided

(1) The inference that M/B ratios are relevant and that regulators should set
an ROE so as to produce an M/B of 1.0 is misguided. The stock price is ser
by the market, not by regulators. The M/B ratio is the end result of regulation,
and not its starting point. The view that regulation should set an allowed rate
of return so as to produce an M/B of 1.0 presumes that investors are inationd.
They commit capital to a utility with an M/B in excess of 1.0, knowing full
well that they will be inflicted a capital loss by regulators. This is certainly
not a realistic or accurate view of regulation. For example, assume a utility
company with an M/B ratio of 1.5. If investors expect the regulator to authorize
a return on book value equal to the DCF cost of equity, the utility stock price
would decline to book value, inflicting a capital loss of some 30%. The notion
that investors are willing to pay a price of 1.5 times book value only to see
the market value of dieir investment drop by 30% is irrational

(2) The condition that theM/B will gravitate toward 1.0 if regulators set the
allowed return equal to capital costs will be met only if the actual return
expected to be earned by investors is at least equal to the cost of capital on
a consistent long-tenNbasis and absent inflation. The cost of capital of a
company refers to the expected long-run earnings level of other firms with
similar risk. If investors expect a utility to am an ROE equal to its cost of
equity in each period, then its M/B ratio would be approximately 1.0 or higher
with the proper allowance for flotation cost

company's achieved earnings in any given year are likely to exceed
or be less than their long-run average. Depressed or inflated M/B ratios are
to a considerable degree a function of forces outside the control of regulators,
such as the general state of the economy, or general economic or financial
circumstances that may affect the yields on securities of unregulated as well
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Chapter 12: Market-to-Book and Q-Ratios

63*___ only
leficiaries
: time the

as regulated enterprises. The achievement of a 1.0 M/13 ratio is appropriate,
but only in a long-run sense. For utilities to exhibit a long-run M/B ratio of
1.0, it is clear that during economic upturns and more favorable capital maker
conditions, the M/B ratio must exceed its long-run average of 1.0 to compensate
for the periods during which the M/B ratio is less than its long-run average
under less favorable economic and capital market conditions.
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I Historically, the MIB ratio for utilities has fluctuated above and below 1.0.

It has been consistency above 1.0 from the 1980s to the mid 2000s, This
indicates that earnings below capital costs and M/B ratios below 1.0 during
less favorable economic and capital market conditions must necessarily be
accompanied with earnings in excess of capital costs and MIB ratios above
1.00 during more favorable economic and capital market conditions.

Js in regulation
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I
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I

I

I

I

I

I

M/B ratios are determined by die marketplace, and utilities cannot be expected
ro compete for and attract capital in an environment where industrials are
commanding M/B ratios well in excess of 1.0 while regulation reduces their
M/B ratios toward 1.0. Moreover, if regulators were to currently set rates so
as to produce an M/B ratio of 1.0, not only would the long-run target M/B
ratio of 1.0 be violated, but more importantly, the inevitable consequence
would be to inflict severe capital losses on shareholders. Investors have not
committed capital to utilities with tlle expectation of incurring capital losses
from a misguided regulatory process.

O
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(4) Rate of ream regulation is fundamentally a surrogate for competition.
The fundamental goal of regulation should be to set the expected economic
profit for a public utility equal to the level of profits expected to be earned
by finns of comparable risk, in short, to emulate the competitive result. For
unregulated finns, the natural forces of competition will ensure that in the
long run, the ratio of the market value of these firms' securities equals the
replacement cost of their assets. Competitive industrials of comparable risk
to utilities have consistently been able to maintain the real value of their assets
in excess of book value, consistent with the notion that, under competition,
die Q-rado will tend to 1.00 and not the M/B ratio. This suggests that a fair
and reasonable price for a public utility's common stock is one that produces
equality between the market price of its common equity and the replacement
cost of its physical assets. The latter circumstance will not necessarily occur
when the M/B ratio is 1.0. As die previous section demonstrated, only when
die book value of the Him's common equity equals the value of the 5nin's
equity at replacement assets will equality hold.

In an inflationary period, the replacement cost of a f`1nn's assets may increase
more rapidly than its book equity. To avoid the resulting economic confiscation
of shareholders' investment in read terms, the allowed rate of return should
produce an M/B ratio which provides a Q-ratio of 1 or a Q-ratio equal to that

P

II
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of comparable firms. It is quite plausible and Likely that M/B ratios will exceed
one if inflation increases the replacement cost of a firm's assets at a faster
pace than historical cost (book equity). Perhaps this explains in pa;rt why
utility M/B ratios have remained well above 1.0 over the past two decades
Are we to conclude that regulators have been systematically misguided all
across the United States for all these years by awarding overgenerous returns
or are we to conclude that M/B ratios are largely immaterial in the context
of ratemaldng? The latter is more likely

of stock above book value. It is very difficult to accept the notion that,
free-market economy with rampant competition, the vast majority of all pub
Iicly traded stocks are canning well in excess of their cost of capital

Historically, it has been highly unusual for utility stock prices to equal book
value. Stock prices above book value are common for utility stocks, and
indeed for all of the major market indexes. It is obvious that regulators
through their rate case decisions, and investors do not subscribe ro the notion
that utilities that have market prices above book value are over-earning
Otherwise, regulators would not grant rate increases for any utility whose
stock price was above book value, arid investors would never bid up the price

in a

In short, economic principles do not support the notion that the market value
of utility shares should necessarilyequal book value. A basic economic prince
pie holds that, in the long Mn, market value should equal asset replacement
cost in a given industry. In the presence of inflation and absent significant
technological advances, replacement cost exceeds the original cost book value
of sets. Consequently, it is quite reasonable for the market value of utility
shares to exceed their book value and there is no reason to conclude that
market value should equal book value when one recognizes that regulation
is intended to emulate competition
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RUCO'S RESPONSE TO
UNS ELECTRIC, INC'S

FIRST SET OF DATA REQUESTS
DOCKET NO. E-04204A-06-0783

UNSE 1-48: Please provide the market to book ratios for each of the eight proxy
companies Mr. Rigsby uses in his DCF and CAPM analyses.

Response: William A. Rigsby

The market to book ratios of the electric service providers used in Mr.
Rigsby's sample were exhibited on page 2 of Schedule WAR-4 (Column
B) and are as follows:

COMPANY NAME
MARKETIBOOK

RATIO

1 .45

1.78

1.87

1 .97

CH Energy Group

Cleco Corporation

Hawaiian Electric

MGE Energy, Inc.

Northeast Utilities

NSTAR

Puget Energy, Inc

UIL holdings

1.68

2.31

1.37

1.84

ULMSE - 49
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And he's had an older text that's been out there for1 so.

I've been using it since 1998, I want to2 quite a while.

3 say.

But that's the text4 Q .

And before that5 A.

6 Q . I'm sorry.

This is the text that I believe IA.7

9 Q .

No, please.

8 cited in your data request, the UNSE-50.

Okay.

I believe it is.A.10

11 Q. And doesn't Dr. Morin note problems with the

12 practical application of the sustainable growth method

13 that you used?

A.14 Well, you have to understand, Mr. Gellman, this

15 is a survey text. And you can probably go through this

16 book and you'll find passages where Dr. Morin will say one

17 thing, and then you'll get maybe 50 or 60 or so pages into

18 it and then you'll read something where, you know, you've

19 got to scratch your head and say, well, gee didn't you

20 say this earlier?

21 And so, you know, this being a survey text, what

22 he's trying to do is provide as broad as possible view as

23 he possibly can to, you know, ratemaking and calculation

24 of rate of return and so forth.

But if I were to turn to25 Well, understood, sir.Q .
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1 Pages 306 to 307 of that text, wouldn't Dr. Morin note

2 some problems again with the practical application of the

3 method that you used to determine the growth component for

4 your DCF method?

On 306?5 A.

6 Q . Page 306, sir.

7 A.

It starts with the8 Q .

g s e nte nce  :

Can you tell me which paragraph?

The second to last paragraph.

There are three problems in the practical

10 application of the sustainable growth method.

11 A.

You've

19

21 calculation.

Well, yeah. But then again, this is what every

12 cost of capital analyst has to deal with whenever he comes

13 up with a cost of equity estimation. There's nothing new

14 here. You know, it's not like cost of debt where you've

15 got a stated amount and you know the date to maturity and

16 the date on the loan or the yield on a bond and so forth.

17 This is something that you have got to calculate.

18 got to use your best instincts, your best judgment.

And all he's pointing out here is one of the

20 problems that exists in trying to do this particular

You know, what you're seeing here is a

22 methodology that I learned from another respected analyst

23 in this field, and I'm willing to stand by the results.

24 You know, I think what I've done here, I think, in terms

25 of judgment, I think, is much better than what most
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Yes.Let me just go back here.1 WAR-4, I believe.

3

2 Schedule WAR-4, and that's on Page 2 of 2.

And what I'm doing is I'm taking the

4 market-to-book ratios that appear in your data request,

5 and I'm adding one to that and then I'm averaging the two.

7 Q.

6 I'm averaging those two figures.

Basically, you're taking the actual market-to-

8 book ratios from your sample group and you're averaging

9 each one with the number one?

Yes.A.10

And number one demonstrates a market-to-book11 Q.

12 ratio of one?

That's correct.A.13

14 Q.

A.16

And if we were to average all of the averages, we

15 would get up to a number of 1.39, approximately?

Yeah. Again, subject to check, I'll take your

17 word for that.

And 1.39 would be an average market-to-book below18 Q.

ButA.21

19 all of the eight holding companies you used in your list

20 of comparable companies; is that correct?

Well, the short answer to that would be yes.

22 what you have to understand is that the purpose of that

23 calculation is to take into consideration the assumption

24 that if a regulatory body awards a utility with a rate of

25 return that's equal to its cost of capital, then the

4¢¢4¢w »<n¢.:w waurarrmnvfzaa

4 2
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And looking at your response to UNSE 1-48, marked

2 and admitted as UNSE-49, market-to-book for your nine

3 sample utilities was at least at 1.45?

4 A. And that's information that IWell, yes.

5 provided in my direct testimony.

6 And we also know that Dr. Morin has some issuesQ.

7 with historical based DCF estimates. You're aware of

8 those?

A.9

10 text.

I haven't read all of the way through his new

I have read his older text several times over. So

11 if there's some specific passage in there that you want me

12 to comment on, I would have to look at it.

13 Q. Have you looked at Page 284 of his text, which

14 I'm trying to -- which I believe talks about historical

15 series in relation to the DCF? Have you reviewed that

16 portion?

A.17 No, I haven't.

18 Q. Okay. There have been other persons beside

19 Dr. Morin that have chimed in about what growth estimates

20 to use for purposes of the DCF formula; correct?

I'm sure there are.A.21

22 Q.

A.23

24 Q.

Well, Myron Gordon is one of them?

He's the gentleman that developed the model.

He would be the proverbial godfather of the DCF

25 theory?
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1 A.

2 4Q

That's probably a pretty good description.

The, quote-unquote, Marlon Brando of DCF, without

3 the funny accent?

4 A. Well, I don't think he would have been caught

5 dead starring in some of Marlon Brando's movies, but if

6 you want to refer to him as the godfather, I suppose

7 that's as good a --

8 Q.

10 A.

11 4Q

I would agree with you that "The Island of

9 Dr. Moreau" was probably a pretty bad film for him.

I kind of liked "The Wild One" myself.

Moving back to the serious portion of our

12 program, did Mr. Gordon write an article regarding choice

14 A.

13 among methods of estimating share yields?

I'm f familiar with that article, yes.

15 Q. Didn't he talk about using projected growth rates

16 as the best estimate of measuring the G variable?

17 A. Yeah.

20 Q.

If I recall that article correctly, I

18 think he was saying that analysts' estimates, analysts'

19 projected estimates are probably the best input.

And was that sentiment echoed by Professors Fama

21 and French to your recollection?

22 A. Well, I don't know. They published so many

23 articles, and most of the ones that I have read dealt

I mean, it depends24 mostly with CAPM, so I couldn't say.

25 on which article you're citing. I couldn't say.
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a pproxim a te ly 2.6% a s  of J une  8, 2007. This  is  the  te rm ina l da te  Mr.  Rigs by us e s  to

ca lcula te  the  ave rage  s tock price s  in his  DCF ana lys is . S ubtra cting this  e xpe cte d infla tion

ra te  of2.6% from the  divide nd growth ra te s  tha t a ppe a r in his  S che dule  WAR-2 re sults  in a

range  of expected re a l divide nd growth ra te s  of ne ga tive  0.1% to pos itive  3.4%. It is  ha rd

to  fa thom  tha t inve s tors  would  e xpe c t a ny com pa ny, e ve n a  h ighly re gula te d  e le c tric

dis tribution compa ny, to grow its  e a rnings  a nd divide nds  a t a  pe rpe tua l growth ra te  tha t is

le s s  tha n the  e xpe cte d ra te  of infla tion. Whe n a djus te d for infla tion, s e ve n of the  e ight

com pa nie s  in his  proxy group ha ve  a  pe rpe tua l re a l growth  ra te  of 1 .7% or le s s . B y

contra s t, e xpe cta tions  for long-te rm growth in the  ove ra ll U.S . e conomy a re  like ly close r to

3.4% in re a l te rms . It is  s imply unre a lis tic  to a s s ume  tha t divide nds  a nd e a rnings  would

grow a t s uch a  wide  dis count to ove ra ll e conomic growth for a n indus try providing ba s ic

utility infra s tructure  to a n e xpa nding U.S . e conomy.

13

1 4 Q. How did the results from Mr. Rigsby's DCF analysis affect his recommendation for

1 5 an allowed ROE?

1 6

1 7

1 8

1 9

20

21

22

Mr. Rigsby de rive d his  re comme nde d ROE of 9.30% by a ve ra ging his  DCF point e s tima te

of 7.89% with the  midpoint of 10.71% obta ine d from his  a pplica tion of the  ca pita l a s s e t

pricing mode l ("CAP M"). By giving e qua l we ighting to his  DCF a nd CAP M a na lys e s , the

e nd re sult of 9.30% is  unre a sona bly low, is  not supporte d by the  ra nge  e s ta blishe d in his

own CAP M a na lys is , a nd is  we ll be low the  midpoint of the  ra nge  of 7.89% to 11.56% tha t

Mr. Rigsby re fe rs  to a s  his  "be s t e s tima te " of the  cos t of e quity for UNS  Ele ctric (se e  pa ge

30, line s  l through 3 of Mr. Rigsby's  Dire ct Te s timony).

23

24 Q. If Mr. Rigsby's DCF analysis is disregarded, what cost of equity is obtained for his

sample group of electric utilities?

26

27

The  re sults  obta ine d from his  CAP M a na lys is , ra nging from 9.85% to 1 l.56%, ca n be  use d

a s  a  more  re a lis tic e s tima te  of the  cos t of e quity for his  s a mple  group of utilitie s . Inde e d,

25

A.

A.

5
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1 Q.

2

3

4

5

6

7

Pleas e  exp la in  wh y yo u  co n s id e r Mr. Rig s b y's  DCF an a lys is  to  b e  flawed .

Ce rta inly. As  ca n be  s e e n on S che dule  WAR-2 a tta che d to  h is  d ire c t te s tim ony, Mr.

Rigs by us e s  divide nd growth ra te s  for his  proxy group ra nging from  a  low of 2.52% for

UIL Holdings  to a  high of 6.01% for NS TAR. S ince  the s e  growth ra te s  a re  us e d by Mr.

Rigs by in a  s ingle -s ta ge  cons ta nt growth DCF m ode l,  he  im plic itly a s s um e s  tha t the s e

g ro wth  ra te s  will re m a in  in  e ffe c t  in  p e rp e tu ity. F ro m  th e  s ta n d p o in t o f m a rke t

expecta tions , the re  a re  two se rious  problems with this  a ssumption.

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

21

Firs t, compa re d to mos t indus trie s , the  e le ctric  utility indus try re ma ins  highly re gula te d

a nd is  fa irly homoge ne ous  with re spe ct to se rvice  offe rings  a nd type  of ca pita l inve s tme nt.

Although  ne a r-te rm  e xpe c ta tions  fo r d iv ide nd  a nd  e a rn ings  g rowth  c a n  va ry wide ly

be twe e n individua l compa nie s , ove r the  long-run it is  unre a lis tic  to a s s ume  s uch a  wide

dive rge nce  in growth ra te s  a nd sha re holde r re turns . Ove r the  long-run, inve s tors  a re  much

m ore  like ly to  e xpe c t a  conve rge nce  of ind iv idua l com pa ny growth  ra te s  towa rd  the

indus try a ve ra ge  growth ra te . This  a pproa ch to fore ca s ting long-te rm growth ra te s , which

assumes  tha t growth ra te s  for individua l companie s  will reve rt to the  indus try ave rage  ove r

time , is  wide ly pra ctice d by se curitie s  a na lys ts  a nd inve s tors . S ince  Mr. Rigs by did not

a djus t his  pe rpe tua l growth ra te s  to a ccount for this  fa ctor, the  cos t of e quity e s tima te s  he

obta ine d we re  unre a lis tica lly low for mos t of the  compa nie s  he  e xa mine d. Inde e d, five  of

the  com pa nie s  in his  proxy group ha ve  cos t of e quity e s tim a te s  ra nging from  6.60% to

7.8l%, va lue s  tha t a re  jus t ba re ly above  comparable  utility bond yie lds .

22

23

24

S econd, when adjus ted for infla tion, the  pe rpe tua l growth ra te s  used by Mr. Rigsby a ssume

a  re a l ra te  of growth tha t is  unre a lis tica lly low for m os t of the  com pa nie s  in  his  proxy

25 Ba s e d on the  d iffe re nce  be twe e n the  yie ld  on  20-ye a r infla tion  inde xe d U.S .

26

27

group.

Tre a sury s e curitie s  (2.7%) a nd the  yie ld-to-ma turity on 20-ye a r fixe d-ra te  U.S . Tre a sury

bonds (5 3 % ),  th e  e x p e c te d  lo n g - te rm  in fla t io n  ra te  fo r  th e  U. S .  e c o n o m y wa s

A.

4
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1

2
3
4
5

6

Schedule 9 shows my CAPM calculations using the n

Mean
10.6%
10.2%

Comparison Group
Grant Group

'so premium. Theresults are:

Median
10. 5 %
9.9%

I

7 Q-

A.8

9

What iS your conclusion concerning the CAPM cost of equity?

The CAPM results collectively indicate a cost of about 10 percent to 10.5 percent for the

two groups of comparison utilities.

1 0

1 1 x . COMPARABLE EARNINGS  ANALYS IS

12 Q-

13

1 4

15

1 6

Please describe the basis of the CE methodology.

The CE method is derived from the "corresponding risk" standard of the Bluefield and

Hope cases. This method is thus based upon the economic concept of opportunity cost.

As previously noted, the cost of capital is an opportunity cost: the prospective return

available to investors from alternative investments of similar risk.

1 7

18

19

20

2 1

The CE method. is designed to measure the returns expected to be earned on the original

cost book value of similar risk enterprises. Thus, this method provides a direct measure Of

the fair return, because the CE method translates into practice the competitive principle

upon. which regulation is based.

22

23

24

25

26

27

28

A.

The CE method normally examines the experienced and/or projected returns on book

common equity. The logic for returns on book equity follows from the use of original cost

rate base regulation for public utilities, which uses a utility's original book value (reflected

in the book common equity in its balance sheet) to determine the cost of capital. This cost

of capital is, in turn, used as the fair rate ofretum which is then applied (multiplied) to the

book value of rate base to establish the dollar level of capital .costs to be recovered by the
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l

2

type s  of re turns , a nd corre s pondingly us e  both type s  of re turns , whe n the y m a ke

investment decisions.

3

4

5

6

In fact, it is  noteworthy tha t mutua l fund investors  regula rly rece ive  reports  on the ir own

funds , a s  we ll a s  prospe ctive  funds  the y a re  cons ide ring inve s ting in tha t show only

geometric re turns. Based on this , I find it difficult to accept Mr. Grant's  position tha t only

7 a rithme tic re turns  a re  cons ide re d by inve s tors  a nd, thus , only a rithme tic re turns  a re

8

9

appropria te  in a  CAPM context. I note  tha t I provided additiona l comments on this  point

in my Direct Testimony.

10

11 Q. Mr. Grant also takes issue with your comparable earnings analysis. Do you have any

12 response to his assertions?

13 A. Ye s ,  I do .  Mr. Grant apparently be lieves tha t, if e lectric utilities , such as UNS Electric,

14

15

16

17

18

19

have and are earning returns on equity of over 10 percent and simultaneously are enjoying

a  market-to-book ra tio of about 150 percent, then the  earned levels represent the  cost of

capita l for the  e lectric utilitie s . I disagree  with this  position. Investors  know tha t the  vast

majority of utilities are regulated based upon the book value of their assets (i.e ., ra te  base)

a nd the ir lia bilitie s  (i.e ., ca pita liza tion). It is  logica l a nd intuitive  tha t inve s tors  would

only pa y a  s tock price  tha t subs ta ntia lly e xce e ds  book va lue  for a  utility if the re  is  a n

20

21

expectation that the company is earning a  return that exceeds its cost of capital. Mr. Grant

ignores this in his Rebutta l Testimony.
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1

2

3

4

group of firms that is widely utilized in the investment community and is indicative of the

competitive sector of the economy. Schedule 1.1 presents the earned returns on equity and

market-to-book ratios for the S&P 500 group over the past fourteen years. As this

Schedule indicates, over the two periods this group's average earned returns ranged from

12.2 to 14.7 percent with market-to-book ratios ranging firm 299 to 341 percent.

6

7 Q. How can the above information be used to estimate the cost of equity for UNS

8 Electric?

9

1 0

11

1 2

13

1 4

15

The recent earnings of the proxy utility and S&P 500 groups can be utilized as an

indication of the level of return realized and expected in the regulated and competitive

sectors of the economy. In order to apply these returns to the cost of equity for proxy

utilities, however, it is necessary to compare the risk levels of the utility industries with

those of the. competitive sector. I have done this in Schedule 12, which compares several

risk indicators for the S&P 500 group and the utility groups. The information in this

schedule indicates that the S&P 500 group is slightly more sky than the utility proxy

1 6 groups  .

1 7

1 8 Q-

1 9 A.

20

2 1

22

23

24

25

26

What return on equity is indicated by the CE analysis?

Based on the recent earnings and market-to-book ratios, I believe the CE analysis

indicates that the cost of equity for the proxy utilities is no more than 10 percent. Recent

returns of 9.0-10.6 percent have resulting in market~to-book ratios of 148 and greater.

Prospective returns of 9.5 to 10.7 percent have been accompanied by market-to-book

ratios of over 151 percent. As a result, it is apparent that returns below this level would

result in market-to-book ratios of well above 100 percent. An earned return of 10 percent

or less should thus result in a market~to-book ratio of at least 100 percent. As Vindicated

earlier, the fact that market-to-book ratios substantially exceed 100 percent indicates that

5

A.

I
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1

2

3

4

5

important to examine earnings over a diverse period of time in order to avoid any undue

influence from unusual or abnormal conditions that may occur in a single year or shorter

period. TherefOre, in forming my judgment of due current cost of equity I have focused on

two periods: 2002-2006 (the last five years - the average length of a business cycle) and

1992-2001 (the most recent complete business cycle).

6

7 Q.

8

9

10

Please describe your CE analysis.

Schedules 10 and 11 contain summaries of experienced returns on equity for several

groups of companies, while Schedule 12 presents a risk comparison of utilities versus

unregulated firms.

11

12 Schedule 10 shows the earned returns on average common equity and market-to-book

ratios for the two groups of proxy utilities. These can be summarized as follows:13
14
15
16
17
18
19

G1-wp
Comaprison Group
Grant Group

Historic
ROE MIB

9.0-10.2% 153-154%
9.5-10.6% 148-153%

Prospective
ROE

10.6_10.7%
9.5-10.3%

20

21

22

23

24

These results indicate that historic returns of 9.0-10.6 percent have been adequate to

produce market-to-book ratios of 148-154 percent for the groups of proxy utilities.

Furthermore, projected returns on equity for 2007, 2008, and 2010-2012 are within a

range of 9.5 percent to 10.7 percent for the utility groups. These relate to 2006 nuaxket-to~

book ratios of 151 percent or higher.

25

26 Q. Have you also reviewed earnings of unregulated firms?

27 A. Ye s . As  a n  a lte rna tive , I a ls o  e xa m ine d  a  group of la rge ly unre gula te d  fins . I ha ve

28

A.

examined the Standard & Poor's 500 Composite group, since this is a well recognized
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(Publication page references are not available for this document.)

Page 1

Re South Carolina Electric and Gas Company
Docket No. 2002-223-E

Order No. 2003-38

South Carolina Public Service Commission
January 31, 2003

ORDER authorizing an electric utility to increase its rates and charges by $70.7
million, reflecting a return on common equity of 12.45% and an overall rate of
return of 9.94%.

Commission designs rates to move towards equal rates of return among the customer
classes . It also approves an experimental rate to determine whether a discount will
encourage medium general service customers to make operational changes resulting in
a shifting of peak loads to off-peak periods and/or the shedding of peak loads .

Commission declines to allow recovery of expenditures related to the creation and
ultimate suspension/termination of the Gridsouth Regional Transmission
Organization. It finds that it is premature to allow recovery of the Gridsouth
expenditures at the retail level inasmuch as the costs involved were the result of
mandates of the Federal Energy Regulatory Commission (FERC) and the FERC has yet to
rule on the rate-making treatment of the expenditures at the wholesale level . The
utility is authorized to defer the Gridsouth costs until such time as it can meet
its burden of proof for retail rate recovery and/or the FERC rules on the allowance
of the expenditures at the wholesale level.

commission reaffirms its policy of booking revenues and expenses related to
buy/resell wholesale power transactions to non-regulated accounts, rejecting claims
that the net margins from the transactions should be shared between ratepayers and
shareholders .

The utility is authorized to include in rates construction work in progress (CWIP)
related to a new 875-MW natural gas fired generating plant. Commission finds that
by allowing the CWIP into rates it will stop the accrual of carrying costs and
reduce the ultimate cost of the plant. Moreover, it finds that including the CWIP
in rate base will improve the quality of the utility's earnings and send a
constructive message to investors.

The utility is authorized to recover known and measurable, out-of-period costs
associated with the repowering of two generating units at its Urquhart station.
Furthermore, the commission transfers from the fuel adjustment clause to base rates
fixed capacity charges that the utility must pay for upstream natural gas
transportation capacity to serve Urquhart station. The change in method of recovery
reflects the f act that the utility has entered into long-term, fixed charge
contracts with its interstate and intrastate suppliers for the right to have gas
delivered to the repowered units.

The cash working capital allowance for the utility is determined using the one-
eighth method. Commission declines to order a lead-lag study for the next rate
proceeding, explaining that the record provides no reliable, credible, or probative
evidence that lead-lag studies would produce benefits that outweigh the simplicity,

C

© 2007 Thomson/West. No Claim to Orig. U.s. Govt. Works.
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(Publication page references are not available for this document.)

Page 50

Second, the Commission finds that Mr. Parcell's Comparable Earnings analysis does
not sufficiently support his conclusion' that' 11% is he appropriate rate of return
for SCE&G. Mr. Parcell begins his analysis by determining the earnings of the
companies that he has selected as being coMparable to SCE&G in terms of book to
market ratios. His analysis indicates that these comparable companies have
experienced 'historical returns of 11.8-13.2 percent' and 'projected returns on
equity for 2002, 2003 and 2005-2007 are within a range of 11.5 percent to 14.3
percent for the comparison groups. ' (Tr. , Vol. Iv, Parcell, at 1138-39).

values. Instead, they~require tihati rates 1
those of businesses f acing signilar riskb._'M1.;',"
group

and Bluefield, supra. (Tr. Parcell, at 1137).

of return fcr~uti1ities be-comparablé to
parcgll's

11.5% to'14.3%i also

to 166% market~to-book ratio to a level 'of at least 100%.
at 1138, 1140; Vol. III, Mariel, at" 829) .

Mr. Parcell justifies his 11.0% return recommendation by assuming that any return
that would allow a stock to trade above book value is a fair rate of return under
the standard of Hope _ _ 2_ __ , Vol. Iv, . __ * ,?.
However, the Hope- and Bluefield' opinions fdo not concern themSelves-wth book

H .- s.Qv!I1.a3a1ys.'ls shQws'that ~t.he.'
. of comparable companies he'1}as.c1;osen» <"a),*911d°1r.9 book-to-Market-'value i:%4ii5»="

substantially .greater than 100% a;1g_ lb) 8njo§rs̀  raté'b_'of rétu_rn-:ln_a -;l8'ang9%ff1;om 4
(Tr., Vol. 1v,*p.a£¢911,_ a1:.113B,-2.99 -.'-.Mare/€§»~h§p' q;4a1ygi.s_ "-

indicates 'that an Qu* retulfll on ecfuity'for SC'B'&G v4igu1d_ lead.. _o ̀ aN'¥li15:mediate' And".
substantial drop in market value, 'since :lie would serve to bring. t:he'b.istOrica1.155%

' (Tr., parcels, VQ1; IV,

8

For the reasons stated above, the Commission finds that Mr. Parcell's Comparable
Earning analysis does not support the 11% return recommendation he derives from it.
If the analysis has any meaning, it would appear to support a range of returns from
11.5% to 14.3%. Mr. Parcell's analysis affirmatively demonstrates that a return of
11% or less would result in a substantial and disruptive drop in the company's
stock values. The Commission finds that this analysis contradicts his
recommendation, and that of Mr. Gorman. that a 10 .5% return would be a fair return
under Hope and Blue field, supra.

(iii) RISK PREMIUM

[48] Mr. Gorman and Dr. Spearman conducted risk premium analyses as part of their
review of SCE&G's cost of capital. Dr. Spearman' s analysis produced results in the
range of 8.4% to 12.4%, before flotation adjustment. (Tr. , Vol. V, Spearman, at
1584-85) . Mr. Gorman's analysis produced results in the range of 9.9% to 11.4%.
(Tr., Vol. Iv, Gorman, at 1172-73) .

Dr. Malkiel testified that he had considered, but rejected, the use of a risk
premium analysis as an appropriate means of measuring SCE&G cost of equity capital.
(Tr., vol. III, Malkiel, at 819) . However, he further testified that if such an
analysis were to be conducted, he would not employ beta as an adjusting factor in
light of the demonstrated lack of validity of betas as indicators of required
returns. (Id. at 819-20).

In addition, Dr. Malkiel testified that a risk premium analysis concerning SCE&G
would need to account for the small size of SCE&G in comparison to the market
generally and the resulting perceived increase in risk. (Id. ) . Recent studies in
the finance field and long-term data concerning actual market returns show that
there is a very strong correlation between company size and required return, with
smaller companies requiring substantially higher returns than larger ones. (Tr.
Vol. 111, Malkiel at 819-20; Vol. Iv, Malkiel, at 885~88, 917-18).

Dr. Malkiel then demonstrated that a standard risk premium analysis, relying on

2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.
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a rithme tic  me a n ris k pre mium. Doing s o  s e rve s  to  unde rs ta te  the  ra nge  of inve s tor

e xpe cta tions  for the  ma rke t ris k pre mium a nd the  cos t of e quity. Ha d he  us e d the  6.5%

a rithme tic  me a n ris k pre mium he  de s c ribe s  ins te a d of the  lowe r 5 .9% "a ve ra ge " ris k

pre mium from pa ge  25, line s  20 through 25 of his  Dire ct Te s timony, the  uppe r e nd of the

range  for his  CAP M re s ults  would have  been highe r by 0.5% us ing the  median Be ta  va lues

s hown on S che dule  9 a tta che d to his  te s timony. As  a  cons e que nce , the  uppe r e nd of the

range  for his  CAP M ana lys is  would have  been 11.0% ins tead of the  10.5% va lue  des cribed

in his  te s timony. By compa ris on, the  uppe r e nd of the  ra nge  e s ta blis he d us ing the C AP M

wa s  11.2% in my Dire ct Te s timony, a nd l1.56% in Mr. Rigs by's  Dire ct Te s timony.

Q. Did Mr. Parcell also conduct a comparable earnings analysis?

Ye s , he  did. As  re fle c te d in the  ta ble  on pa ge  28 of his  Dire c t Te s timony, Mr. P a rce ls

indica ted tha t the  ave rage  his torica l ea rned ROE for the  proxy groups  he  examined ranged

from 9.0% to l0.6%, while  the  a ve ra ge  pros pe ctive  ROE ra nge d from 9.5% to l0.7%. He

us es  the s e  ranges  to provide  furthe r s upport for his  re commended ROE of 10.0% for UNS

Ele ctric. .
s

Q. Should any weight be given to Mr. Parcell's comparable earnings analysis?

No. Firs t, the re  is  a  fa ls e  pre s umption tha t the  his torica l e a rned re turns  reported by dmes e

companie s  and the  accounting re turns  projected by Va lue  Line  a re  indica tive  of the  cos t of

equity to these  companies . Second, the re  a re  some obvious  outlie rs  in the  da ta  used by Mr.

Pa rce ll tha t cas t furthe r doubt on the  va lidity of this  approach.

Q- Please expand on your first concern.
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Ce rta inly. S e ve ra l of the  compa nie s  include d in Mr. P a rce ll's  compa ris on group, which

a re  lis te d in the  top ha lf of S che dule  10 a tta che d to his  Dire ct Te s timony, ha ve  s ignifica nt

inve s tme nts  in whole s a le  ge ne ra tion or non-utility a ffilia te s . Furthe rmore , s ome  of the s e
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I

2

3

4

compa nie s  ha ve  e xpe rie nce d prolonge d pe riods  of fina ncia l s tre ss , including ba nkruptcy in

the  ca s e  of P G&E Corpora tion. Unde r the s e  c ircum s ta nce s , it is  difficult to unde rs ta nd

how the  his torica l e a rne d re turns  re porte d by the se  compa nie s  ca n be  use d to e s tima te  the

forwa rd-looking cos t of e quity for a  re gula te d dis tribution compa ny.

Q. Could you also expand on your second concern?

Ye s . As  ma y be  se e n on pa ge  1 of S che dule  10 a tta che d to his  te s timony, the  da ta  re lie d

upon by Mr. P a rce ll inc lude s  s om e  e xtre m e  outlie rs  s uch a s  Northe a s t Utilitie s  (3 .8%

his torica l e a rne d ROE), P G&E Corpora tion (5.4% his torica l e a rne d ROE) a nd DP L, Inc.

(25.5% proje cte d ROE). S uch va lue s  a re  obvious ly not re fle ctive  of the  cos t of e quity to a

re gula te d utility, a nd se rve  to unde rmine  Mr. P a rce ll's  a s sumption tha t e a rne d a ccounting

re turns  for the se  compa nie s  a re  some how indica tive  of the  forwa rd-looking cos t of e quity.

If the  pre sumption unde rlying the  compa ra ble  e a rnings  a pproa ch ha s  a ny me rit a t a ll, the n

the  e a rnings  of a  broa de r indus try composite  should be  use d ins te a d of the  re la tive ly sma ll

s a mple  groups  use d by Mr. P urce ll. As  ma y be  s e e n in the  firs t pa ge  of Atta chme nt A to

Mr. Rigs lby's  Dire c t Te s tim ony, on the  lowe r le ft ha nd com e r,  Va lue  Line  e xpe c ts  the

com pos ite  re turn  on  com m on e quity for the  e le c tric  u tility indus try to  be  11% for the

pe riods  2007, 2008 a nd 2010-2012. On a n his torica l ba s is , Va lue  Line  shows  a  compos ite

e a rne d ROE of 10.9% to 12.4% for the  indus try ove r the  pe riod 2003-2006. The se  va lue s

a re  s ignificantly highe r than the  sample  group ave rages  cited by Mr. P urce ll.
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Q. Do you have any further comments regarding Mr. Parcels's cost of equity analysis?

Ye s . S imila r to Mr. Rigsby, Mr. P a rce ll dismis se s  the  compa ny-spe cific risk fa ctors  cite d

in my dire ct te s timony for UNS  Ele ctric. As  a  conse que nce , his  cos t of e quity e s tima te  for

UNS  Ele ctric  is  s ignifica ntly unde rs ta te d. I dis cus s  the s e  compa ny-s pe cific  ris k fa ctors ,

a nd why the y m us t be  cons ide re d in  s e tting  the  a llowe d ROE for UNS  Ele c tric ,  whe n

re butting Mr. Rigsby's  te s timony e a rlie r in my Re butta l Te s timony.

A.

A.

23



227



1

2

BEFORE THE ARIZONA CORPORATION COMMISSION

3

4

5

6

7

8

9

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

10

11

12

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

) DOCKET no. G-04204A-06-783
)
)
)
)
)
)
)
)
)
)

13

14

15
Re butta l Te s timony of

16

17
Ke nton C. Gra nt

18

19
on Be ha lf of

20

21
UNS  Ele ctric, Inc.

22

23
August 14, 2007

24

25

27

26

i



4

1

3

4

compa nie s  ha ve  e xpe rie nce d prolonge d pe riods  of fina ncia l s tre ss , including ba nkruptcy in

the  ca s e  of P G&E Corpora tion. Unde r the s e  c ircum s ta nce s , it is  difficult to unde rs ta nd

how the  his torica l e a rne d re turns  re porte d by the se  compa nie s  ca n be  use d to e s tima te  the

forwa rd-looking cos t of e quity for a  re gula te d dis tribution compa ny.

Could you also expand on your second concern?

Yes. As may be seen on page l of Schedule 10 attached to his testimony, the data relied

upon by Mr. Parcel] includes some extreme outliers such as Northeast Utilities (3.8%

historical earned ROE), PG&E Corporation (5.4% historical earned ROE) and DPL, Inc.

(25.5% projected ROE). Such values are obviously not reflective of the cost of equity to a

regulated utility, and serve to undermine Mr. Parcell's assumption that earned accounting

returns for these companies are somehow indicative of the forward-looking cost of equity.

If the presumption underlying the comparable earnings approach has any merit at all, then

the earnings of a broader industry composite should be used instead of the relatively small

sample groups used by Mr. Parnell. As may be seen in the first page of Attachment A to

Mr. Rigsby's Direct Testimony, on the lower left hand comer, Value Line expects the

composite return on common equity for the electric utility industry to be 11% for the

periods 2007, 2008 and 2010-2012. On an historical basis, Value Line shows a composite

earned ROE of 10.9% to 12.4% for the industry over the period 2003-2006. These values

are significantly higher than the sample group averages cited by Mr. Parcell.
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Q. Do you have any further comments regarding Mr. Purcell's cost of equity analysis?

Ye s . S imila r to Mr, Rigsby, Mr. P a rce ll dismis se s  the  compa ny-spe cific risk fa ctors  cite d

in my dire ct te s timony for UNS  Ele ctric. As  a  conse que nce , his  cos t of e quity e s tima te  for

UNS  Ele ctric  is  s ignifica ntly unde rs ta te d. I dis cus s  the s e  compa ny-s pe cific  ris k fa ctors ,

a nd why the y m us t be  cons ide re d in  s e tting  the  a llowe d ROE for UNS  Ele c tric ,  whe n

re butting Mr. Rigsby's  te s timony e a rlie r in my Re butta l Te s timony.

2

A.

23





1

2

BEFORE THE ARIZONA CORPORATION COMMISSION

3

4

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

5

6

7

8

9

) DOCKET NO. G-04204A-06-783

1 0

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)

13

1 4

1 5
Rebuttal Testimony of

1 6

1 7
Ke nton C. Gra nt

1 8

1 9
on Behalf of

20

21
UNS  Ele ctric, Inc.

22

23
August 14, 2007

24

26

27

25



1

2

3

4

5

6

7

8

9

Additiona lly, in re je cting the  Compa ny's  re que s t for CWIP  in ra te  ba s e , Mr. P urce ll

mistakenly assumes that UNS Electric receives its  financing based on the  credit quality of

UniSource  Energy and not on the  "...s itua tion of the  Company itse lf." S ince  lenders  and

trade  creditors  having credit exposure  to UNS Electric cannot look to UniSource  Energy

for repayment, the  s tand-a lone  credit qua lity of UNS Electric cannot be  ignored, contrary

to what Mr. Parce ll suggests . By focusing a ttention on UniSource  Energy and away from

UNS Electric, it appears that Mr. Parcell is  a ttempting to avoid the  "end result" test tha t he

describes on page 6 of his Direct Testimony, where he discusses the financial integrity test

required under the Hope court ruling.

1 0

1 1 Q. Please elaborate on Mr. Parcell's cost of equity analysis.

1 2

1 3

1 4

1 5

1 6

1 7

18

1 9

Certa inly. Re ga rding Mr. P a rce ll's  DCF a na lys is , the  ra nge  of 9.5% to 10.5% he

established for his  proxy groups is  very s imila r to the  range  of 9.7% to 10.5% I observed

for a  s imila r group of companies . However, the  range  of 10.0% to 10.5% he  es tablished

using the  CAPM is s ignificantly flawed in a t least one  respect. Due to this  flaw, the  cost of

e quity e s tima te  ma de  by Mr. P a rce ll in  h is  proxy group a na lys is  is  s ign ifica n tly

understa ted. Additionally, Mr. Parcell's  comparable  earnings analysis  is  based on a  faulty

underlying assumption and is  influenced by reported earnings  tha t a re  clea rly outs ide  of

normal investor expectations.

20

2 1 Q. Wbat issue do you have with Mr. Parcell's application of the CAPM?
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In establishing a  range for his CAPM analysis, Mr. Parcell uses a  market risk premium that

significantly understa tes  the  high end of tha t range . Although Mr. Parce l] recognizes tha t

investors  consider a rithmetic mean re turns  in forming opinions on the  s ize  of the  marke t

risk premium, he  does  not actua lly use  the  a rithmetic mean risk premium in es tablishing

his  range  of CAPM cos t e s tima tes . Ins tead, he  uses  the  ave rage  of three  diffe rent risk

pre miums  in his  CAP M ca lcula tions , two of which a re  s ubs ta ntia lly lowe r tha n the

I
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4

a rithme tic me a n ris k pre mium. Doing so s e rve s  to unde rs ta te  the  ra nge  of inve s tor

expecta tions  for the  marke t risk premium and the  cos t of equity. Had he  used the  6.5%

a rithme tic me a n risk pre mium he  de scribe s  ins te a d of the  lowe r 5.9% "a ve ra ge " risk

premium from page  25, lines  20 through 25 of his  Direct Testimony, the  upper end of the

range for his CAPM results would have been higher by 0.5% using the median Beta values

shown on Schedule  9 a ttached to his  testimony. As a  consequence , the  upper end of the

range for his CAPM analysis would have been l1.0% instead of the 10.5% value described

in his  testimony. By comparison, the  upper end of the  range  established using the  CAPM

was l 1.2% in my Direct Testimony, and 11.56% in Mr. Rigsby's  Direct Testimony.

Q. Did Mr. Parnell also conduct a comparable earnings analysis?

Ye s , he  did. As  re fle c te d in the  ta ble  on pa ge  28 of his  Dire c t Te s timony, Mr. P a rce ls

indica ted tha t the  ave rage  his torica l ea rned ROE for the  proxy groups  he  examined ranged

from 9.0% to 10.6%, while  the  a ve ra ge  pros pe ctive  ROE ra nge d from 9.5% to l0.7%. He

us e s  the s e  ra nge s  to provide  furthe r s upport for his  re comme nde d ROE of 10.0% for UNS

Ele ctric.

Q. Should any weight be given to Mr. Parcell's comparable earnings analysis?

No. Firs t, the re  is  a  fa ls e  pre s umption tha t the  his torica l e a rne d re turns  re porte d by the s e

companie s  and the  accounting re turns  projected by Va lue  Line  a re  indica tive  of the  cos t of

equity to these  companies . Second, the re  a re  some  obvious  outlie rs  in the  da ta  used by Mr.

Parce ls  tha t cas t furthe r doubt on the  va lidity of this  approach.
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Q. Please expand on your first concern.

Ce rta inly. S e ve ra l of the  compa nie s  include d in Mr. P urce ll's  compa ris on group, which

a re  lis te d in the  top ha lf of S che dule  10 a tta che d to his  Dire ct Te s timony, ha ve  s ignifica nt

inve s tme nts  in whole s a le  ge ne ra tion or non-utility a ffilia te s . Furthe rmore , s ome  of the s e
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a rithme tic  me a n ris k pre mium. Doing s o  s e rve s  to  unde rs ta te  the  ra nge  of inve s tor

e xpe cta tions  for the  ma rke t ris k pre mium a nd the  cos t of e quity. Ha d he  us e d the  6.5%

a rithme tic  me a n ris k pre mium he  de s cribe s  ins te a d of the  lowe r 5 .9% "a ve ra ge " ris k

pre mium from pa ge  25, line s  20 through 25 of his  Dire ct Te s timony, the  uppe r e nd of the

range  for his  CAP M res ults  would have  been highe r by 0.5% us ing the  median Be ta  va lues

s hown on S che dule  9 a tta che d to his  te s timony. As  a  cons e que nce , the  uppe r e nd of the

range  for his  CAPM ana lys is  would have  been 11.0% ins tead of the  10.5% va lue  des cribed

in his  te s timony. By compa ris on, the  uppe r e nd of the  ra nge  e s ta blis he d us ing the  CAP M

wa s  l 1.2% in my Dire ct Te s timony, a nd 11.56% in Mr. Rigs by's  Dire ct Te s timony.

Q. Did Mr. Parcel] also conduct a comparable earnings analysis?

Ye s , he  did. As  re fle c te d in  the  ta ble  on pa ge  28 of his  Dire c t Te s timony, Mr. P urce ll

indica ted tha t the  ave rage  his torica l ea rned ROE for the  proxy groups  he  examined ranged

from 9.0% to l0.6%, while  the average pros pe ctive  ROE ra nge d from 9.5% to l0.7%. He

us e s  the s e  ranges  to provide  furthe r s upport for his  re commended ROE of 10.0% for UNS

Ele ctric. .

Should  any weight be  given to  Mr. Purce ll's  comparable  ea rnings  ana lys is ?

No. Firs t, the re  is  a  fa ls e  pre s umption tha t the  his torica l e a rne d re turns  re porte d by the s e

companie s  and the  accounting re turns  projected by Va lue  Line  a re  indica tive  of the  cos t of

equity to these  companies . Second, the re  a re  some  obvious  outlie rs  in the  da ta  used by Mr.

Pa rce ll tha t ca s t furthe r doubt on the  va lidity of this  approach.
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Q- Please expand on your first concern.

A.

A. Ce rta inly. S e ve ra l of the  compa nie s  include d in Mr. P a rce ll's  compa ris on group, which

a re  lis te d in the  top ha lf of S che dule  10 a tta che d to his  Dire ct Te s timony, ha ve  s ignifica nt

inve s tme nts  in whole s a le  ge ne ra tion or non-utility a ffilia te s . Furthe rmore , s ome  of the s e
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Additiona lly, in re je cting  the  Com pa ny's  re que s t for CWIP  in ra te  ba s e , Mr. P urce ll

mis takenly as sumes  tha t UNS Electric rece ives  its  financing based on the  credit qua lity of
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UniS ource  Ene rgy a nd not on the  " .s itua tion of the  Compa ny its e lf." S ince  le nde rs  a nd

trade  creditors  having credit expos ure  to UNS Electric cannot look to UniSource  Ene rgy

for repayment, the  s tand-a lone  credit qua lity of UNS Electric cannot be  ignored, contra ry

to wha t Mr. Pa rce ll s ugges ts . By focus ing a ttention on UniSource  Energy and away from

UNS Electric, it appears  tha t Mr. Parce ll is  a ttempting to avoid the  "end result" tes t tha t he

describes  on page 6 of his  Direct Tes timony, where  he  discusses  the  financia l integrity tes t

required under the Hope court ruling.

1 0

1 1 Q_

1 2

1 3
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1 7
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Pleas e elaborate on  Mr. Purcell's  cos t of equity analys is .

Ce rta inly. Re g a rding  Mr. P a rce ll's  DCF a na lys is , the  ra ng e  of 9 .5% to  10.5% he

es tablis hed for his  proxy groups  is  ve ry s imila r to the  range  of 9.7% to 10.5% I obs e rved

for a  s imila r group of companies . However, the  range  of 10.0% to 10.5% he  e s tablis hed

us ing the  CAPM is  s ignificantly flawed in a t leas t one  respect. Due  to this  flaw, the  cos t of

e q u ity e s tim a te  m a de  b y Mr.  P a rc e l] in  h is  p roxy g roup  a na lys is  is  s ig n ific a n tly

unders ta ted. Additiona lly, Mr. Parce ll's  comparable  earnings  ana lys is  is  based on a  faulty

unde rlying a s s umption and is  influenced by reported ea rnings  tha t a re  clea rly outs ide  of

normal inves tor expecta tions .

20

21 Q- What issue do you have with Mr. Purcell's application of the CAPM?
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In es tablishing a  range for his  CAPM analys is , Mr. Parcel] uses  a  market risk premium that

s ignificantly unders ta tes  the  high end of tha t range . Although Mr. Parce ll recognizes  tha t

inves tors  cons ider a rithmetic mean re turns  in forming opinions  on the s ize of the  marke t

ris k premium, he  does  not actua lly us e  the  a rithmetic mean ris k premium in es tablis hing

his  ra nge  of CAP M cos t e s tima te s . Ins te a d, he  us e s  the  a ve ra ge  of thre e  diffe re nt ris k

p re m ium s  in his  CAP M ca lcula tions , two of which a re  s ubs ta ntia lly lowe r tha n the

A.

A.

2 1
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1

2 Q-

3

4 A.

Ele c tric .

Do  yo u  a g re e  th a t  a  s lo win g  o f g ro wth  in  th e  Co m p a n y's  s e rvic e  te rr ito ry wo u ld  b e  a

p o s it ive  d e ve lo p m e n t fo r UNS  Ele c tric ?

If a  s lowdown in  cus tom e r g rowth  we re  a ccom pa nie d  by a  re duc tion  in  ca p ita l s pe nding ,

the n I would  a gre e  with  Mr. Rigs by on th is  poin t. Howe ve r, ba s e d  on pre lim ina ry p la nning

fo r fis c a l ye a rs  2 0 0 8  th ro u g h  2 0 1 2 , it d o e s  n o t a p p e a r th a t c a p ita l s p e n d in g  fo r UNS

Ele c tric  will de cre a s e  e ve n if a  de c line  in  cus tom e r growth occurs . The  prim a ry re a s on for

th is  is  the  incre a s e d cos t of s ys te m  re inforce m e nt work tha t UNS  Ele c tric  is  now pla nning

for. As  a  re s ult, the  fina ncia l fore ca s ts  pre s e nte d in m y Dire ct a rid Re butta l Te s tim ony m a y

be  ove rly op tim is tic . If a  s ign ifica n t s lowdown in  cus tom e r a nd  s a le s  g rowth  occurs , with

no com m e ns ura te  de cre a s e  to the  Com pa ny's  ca pita l s pe nding re quire m e nts , the  e nd re s ult

would be  lowe r e a rnings  a nd ca s h flow re la tive  to the  fore ca s ts  pre vious ly pre s e nte d.

5

6

7

8

9

1 0

1 1

1 2

13

1 4 Q. On page 15 of his Surrebuttal Testimony, Mr. Rigsby states his belief that RUCO's

rate recommendation will satisfy the capital attraction standards set forth in the Hope

and Blue field decisions. What evidence does he offer in this regard?

15

16

17

18

19

2 0

21

22

23

24

25

2 6

27

The  only e vide nce  I could  find  wa s  on  pa ge  15, line s  14  through 16, whe re  he  s ta te s  tha t

"RUCO be lie ve s  tha t the  ra te s  it is  re com m e nding  in  th is  ca s e  will p rovide  the  Com pa ny

with  the  opportunity to  re cove r its  ope ra ting e xpe ns e s  a nd provide  a  re turn  on its  inve s te d

c a p ita l." Un fo rtu n a te ly,  I c o u ld  fin d  n o  o th e r a n a lys is  o r d is c u s s io n  in  h is  te s tim o n y

re ga rding the a de qua cy of tha t re tu rn . As  d is c us s e d  in  m y Re bu tta l Te s tim ony, RUCO's

ra te  re c o m m e n d a tio n  is  e xp e c te d  to  re s u lt in  a n  e a rn e d  R O E  o f o n ly 2 .6 %  in  2 0 0 8

a s s u m in g  a  fu ll ye a r o f ra te  re lie f. Th is  e xp e c te d  re tu rn  is  s o  lo w th a t it c a n n o t e ve n

com pe te  with  the  4 .09% ris k-fre e  ra te  on  U.S . Tre a s ury b ills  c ite d  by Mr. Rigs by on  pa ge

8 , line  7  o f h is  S urre bu tta l Te s tim ony. Unde r RUCO's  ra te  re com m e nda tion , UniS ource

E n e rg y wo u ld  b e  b e tte r o ff in ve s tin g  in  s h o rt-te rm  U.S .  Tre a s u ry b ills  th a n  in ve s tin g

a dditiona l e quity ca pita l in  UNS  Ele c tric .

A.

15
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(S millions)
Company Forecast
(Exhibit KCG-9) Adjustment

Forecast Adjusted
for RUCO Proposal

Net Income $7.0 ($4.8) $2.2

Return on Equity 8.3% x(2.2/7.0) 2.6%

1

2

3

4

re pre s e nts  a  de cre a s e  of a pproxima te ly $4.8 million in  ne t income  re la tive  to  the

Company's  base case financial forecas t for 2008, the results  of which were summarized in

Exhibit KCG-9 a ttached to my Direct Tes timony. In tha t base  case  forecas t, the  Company

projected ne t income of $7.0 million and a  re turn on average  common equity of 8.3%. As

reflected in the following table, the Company's financial forecast would reflect a projected

net income of only $2.2 million and a return on average common equity of 2.6% in 2008

when adjusted for the reduced level of rate relief recommended by RUCO.

Q- Does that conclude your rebuttal to Mr. Rigsby's Direct Testimony?

Yes , it does.

111. REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ.

Q. Mr. Grant, could you please summarize your view of Ms. Diaz Cortez's Direct

5

6

7

8

9

1 0

11

12

13

14

15

1 6

1 7

18

1 9

2 0

21

2 2

2 3

2 4

"accepted" ratemaking treatment -

"extraordinary circumstance" standard

25

26

27

Tes timony?

Yes. Ms . Diaz Cortez re jects  the  Company's  reques t to include  CWIP  in ra te  ba s e  on

several grounds . After describing a t length how the ra te  base  treatment of CWIP is  not an

and why the Company mus t demons trate  that it meets

an s he  goe s  on to s ta te  tha t this  ra te ma king

treatment is  not necessary to mainta in the  Company's  Financia l integrity. Ms . Diaz Cortez

a lso doubts  the  nega tive  e ffects  of regula tory lag and growth on UNS Electric's  financia l

re s ults , and re fe rs  to one  of the  Company's  a rguments  on CWIP  in ra te  bas e  a s  be ing

"dis ingenuous  at bes t."

A.

A.

8
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Ele c tric

2 Q Do  yo u  a g re e  th a t  a  s lo win g  o f g ro wth  in  th e  Co m p a n y's  s e rvic e  te rr ito ry wo u ld  b e  a

p o s it ive  d e ve lo p m e n t fo r UNS  Ele c tric ?

If a  s lowdown in  cus tom e r growth  we re  a ccom pa nie d  by a  re duc tion  in  ca p ita l s pe nding

the n I would  a gre e  with  Mr. Rigs by on th is  point. Howe ve r, ba s e d on pre lim ina ry p la nning

is  c a l ye a rs  2 0 0 8  th ro u g h  2 0 1 2 , it d o e s  n o t a p p e a r th a t c a p ita l s p e n d in g  fo r UNS

Ele ctric  will de cre a s e  e ve n if a  de c line  in  cus tom e r growth occurs . The  prim a ry re a s on for

this  is  the  incre a s e d cos t of s ys te m  re inforce m e nt work tha t UNS  Ele c tric  is  now pla nning

for. As  a  re s ult, the  fina ncia l fore ca s ts  pre s e nte d in m y Dire ct a nd Re butta l Te s tim ony m a y

be  ove rly op tim is tic . If a  s ign ifica n t s lowdown in  cus tom e r a nd  s a le s  g rowth  occurs , with

no comme nsura te  de cre a se  to the  Compa ny's  ca pita l spe nding re quire me nts , the  e nd re sult

would be  lowe r e a rnings  a nd ca s h flow re la tive  to the  fore ca s ts  pre vious ly pre s e nte d

14 Q On page 15 of his Surrebuttal Testimony, Mr. Rigsby states his belief that RUCO's

rate recommendation will satisfy the capital attraction standards set forth in the Hope

and  Blue fie ld d ec is io n s . Wh at evid en ce  d o es  h e  o ffe r in  th is  reg ard ?

The  only e vide nce  I could find wa s  on pa ge  15, line s  14 through 16, whe re  he  s ta te s  tha t

RUCO be lie ve s  tha t the  ra te s  it is  re comme nding in this  ca se  will provide  the  Compa ny

with the  opportunity to re cove r its  ope ra ting e xpe nse s  a nd provide  a  re turn on its  inve s te d

ca pita l." Unfortuna te ly,  I could  find  no  o the r a na lys is  or d is cus s ion  in  h is  te s tim ony

re ga rding the adequacy of tha t re turn. As  dis cus s e d in my Re butta l Te s timony, RUCO's

ra te  re c om m e nda tion  is  e xpe c te d  to  re s u lt in  a n  e a rne d  RO E  of on ly 2 .6% in  2008

a s s uming a  full ye a r of ra te  re lie fs This  e xpe cte d re turn is  s o low tha t it ca nnot e ve n

compe te  with the  4.09% risk-fre e  ra te  on U.S . Tre a sury bills  cite d by Mr. Rigsby on pa ge

8, line  7 of his  S urre butta l Te s timony. Unde r RUCO's  ra te  re comme nda tion, UniS ource

Ene rgy would  be  be tte r off inve s ting  in  s hort-te rm  U.S .  Tre a s ury b ills  tha n  inve s ting

a dditiona l e quity ca pita l in UNS  Ele ctric
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l Q Is the calculation of a hypothetical interest coverage ratio sufficient to determine

wh e th e r o r n o t UNS  Elec tric  will b e  ab le  to  a ttrac t cap ita l o n  reas o n ab le  te rms ?

No, it is  not. In orde r to a s se s s  the  re a l fina ncia l impa ct of S ta ff's  re comme nda tions , it is

ne ce ssa ry to e xa mine  the  Compa ny's  fina ncia l fore ca s t a nd to a djus t tha t fore ca s t for the

re duce d le ve l of ra te  re lie f re comme nde d by S ta ff. F ina ncia l fore ca s ts  for UNS  Ele ctric

we re  provide d to S ta ff through the  discove ry proce ss , a long with supporting ca lcula tions  of

ke y fina ncia l indica tors . While  I a m we ll a wa re  of the  comple xitie s  involve d in a djus ting

fina nc ia l fore ca s ts ,  it is  a  re la tive ly e a s y ta s k to  a s s e s s  the  im pa c t of a  re duce d ra te

recommenda tion on ce rta in key financia l measures  such a s  ne t income , ope ra ting cash flow

a nd re turn on e quity

12 Q How does Staffs recommended rate increase impact key financial indicators

fo recas ted  fo r UNS  Elec tric?

S ta ff ha s  re comme nde d a  $4.7 million re duction to the  Compa ny's  re que s te d le ve l of ra te

re lie f ba se d on te s t-ye a r sa le s  le ve ls . Adjus ting this  figure  for a dditiona l sa le s  growth, this

diffe re nce  in a nnua l re ve nue s  would grow to a pproxima te ly $5.2 million by 2008. On a n

a fte r-ta x ba s is , this  re pre se nts  a  de cre a se  of a pproxima te ly $3.1 million in ne t income  a nd

ope ra ting ca sh flow re la tive  to the  Compa ny's  ba se  ca se  fina ncia l fore ca s t for 2008, the

re s ults  of which we re  s umma rize d in Exhibit KCG-9 a tta che d to my Dire ct Te s timony. In

tha t ba s e  ca s e  fore ca s t, the  Compa ny proje cte d ne t income  of $7.0 million, a  re turn on

a ve ra ge  com m on e quity of 83%, a nd ope ra ting ca s h flow of $17.8 m illion in  2008. As

re fle cte d in the  following ta ble , the  Compa ny's  fina ncia l fore ca s t would re fle ct a  proje cte d

ne t incom e  of only $3.9 m illion, a  re turn on a ve ra ge  com m on e quity of a pproxim a te ly

4.6%, a nd ope ra ting ca s h flow of $14.7 m illion in  2008 whe n a djus te d for the  re duce d

leve l of ra te  re lie f recommended by S ta ff.

28



($ millions)
Company Forecast
(Exhibit KCG-9) Adjustment

Forecast Adjusted
for Staff Proposal

Net Income $7.0 ($3.1) $3.9

Return on Equity 8.3% x(3.9/7.0) 4.6%

Operating Cash Flow $17.8 ($3.l) $14.7

1

2

3

4

If Mr. P a rce ll's  hypothe tica l 10.0% e a rne d ROE on S che dule  14 of his  Dire ct Te s timony is

re pla ce d with the  4.6% a djus te d ROE from  the  ta ble  a bove , the  pre -ta x cove ra ge  ra tio

ca lcula te d by Mr. P a rce ll would fa ll from 3.0X to 1.9X. Although S che dule  14 a tta che d to

his  te s tim ony indica te s  tha t a  m inim um  cove ra ge  ra tio  of l.8X is  re quire d for a  "BBB"

inve s tme nt-gra de  cre dit ra ting, such a  ra ting would not be  fe a s ible  for UNS  Ele ctric due  to

the  ca sh flow impa ct of S ta ffs  ra te  re comme nda tion.

Q- Does UNS Electric have a more recent base case financial forecast that can be used to

evaluate the prospective financial condition of the Company?

Ye s . Exhibit KCG-12 provide s  a n upda te d summa ry of proje cte d ke y fina ncia l indica tors .

This  exhibit has  been upda ted to include  actua l reported re sults  through J une  30, 2007, and

includes an upda ted base  case  forecast re flecting the  Company's  requested ra te  increase , a s

we ll a s  a  fore ca s t re fle cting S ta ff's  re comme nde d ra te  incre a se . Additiona lly, it should be

note d tha t the  fore ca s t re fle cting S ta ffs  proposa l a lso incorpora te s  the  re comme nda tion of

S ta ff witne ss  Bing Young to e limina te  the  fre e  foota ge  a llowa nce  for ne w line  e xte ns ions ,

a  re c o m m e n d a tio n  th a t  wo u ld  re d u c e  UNS  E le c tric 's  n e t  c a p ita l e xp e n d itu re s  b y

a pproxima te ly $3 million pe r ye a r.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

2 5 Q,

2 6 A.

27

What do these financial forecasts reveal about UNS Electric's need for rate relief?

A.

Eve n unde r the  ba se  ca se , which a s sume s  tha t UNS  Ele ctric 's  re que s te d ra te  incre a se  is

gra nte d in full, the  Compa ny will s till not be  a ble  to e a rn its  re que s te d ROE. Due  to the

29
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Page 1 of 3
UNS Electric, Inc.

Updated Financial Forecast with Company and Staff Rate Proposals
Summary of Key Financial Indicators
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Exhibit KCG-12
Page 2 of a

UNS Electric, Inc.
Updated Flnanclal Forecast with Company and Staff Rate Proposals

Summary of Kay Financial Indicators

Net Cash Flow as % of Capital Expenditures
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1 more on debt financing it's going to drive up the cost of

2 that debt financing, and that's a circumstance that the

And3 company does not believe is in the public interest.

4 we are hopeful that we can avoid that situation if the

5 company is authorized a reasonable rate of return and is

6 allowed to earn a return on its test year balance of CWIP.

7 That summarizes my refiled testimony.

8 Q. Thank you, Mr. Grant.

9 In response to some requests from the bench last

10 week, the company prepared some additional exhibits that

11 you're going to sponsor; is that correct?

Yes.12 A.

MR. PATTEN!13 Your Honor, I have for the record

UNSE Exhibit 43 is a14 marked Exhibits UNSE-43 through 46.

17

15 three-page exhibit titled, "Summaries of Estimated Average

16 Retail Rate Impacts For Period June 2008 - May 2009."

Exhibit UNSE-44 is titled, "Estimated Rates with

18 BMGS and Permian Gas at $7.50 For Period June 2008

19 May 2009.

20 Exhibit UNSE-45 is titled, "Estimated Rates with

21 BMGS, a Solid Fuel Resource and Permian Gas at $7.50 For

vi22 Period June 2008 - May 2009.

23 And, finally, Exhibit UNSE-46 is UNS Electric,

24 Inc. 's proposed hookup fee in response to a request from

25 Commissioner Mayes.
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11. Chaparral city Water Company ("Chaparral Cit:y") appeals

from a decision by the Arizona Corporation Commission ( \\ the

Commission" ) on Chaparral City's application for rate adjustments .

Chaparral city argues that: the Commission did .not use the f air

value of Chaparral City' s assets in determin ing i t s  ra tes , as

required by Ar title 15, Section 14, of the Arizona Constitution.

Chaparral city also challenges the methodologies adopted by the

commission for determining the cost: of equity, which resulted in

what Chaparral City contends is an unreasonably low rate of return.

For the fol lowing reasons, we find that the Commission did not

comply with Ar tile 15, Section 14, of the Arizona Constitution

when it set; Chaparral City' s rates based on original cost instead

of the f air value of Chaparral City's proper Ty. Thus, we vacate

the Commission' s decision and remand for fur thee determination of

Chaparral City's rates consistent with our constitution. However I

we also find that: Chaparral City has not: made a clear and

convincing showing that the Conunission' s decisions regarding the

methodologies used to determine the cost: of equity were unlawful or

.unreasonable.

FACTS AND PROCEDURAL HISTORY

12 Chaparral City is an Arizona public service corporation

that provides water uti l ity service to approximately 12, 000

customers in the northeastern Phoenix metropolitan area . On August

24, 2004, Chaparral City filed an application with the Commission

2



unsupported by the evidence.

asserting

914

30,

directly through t:o customers increases and decreases in its costs

Commission

automatic adjustment mechanisms to allow Chaparral c i t y  t o  pass

for purchased water and power .

percent f a i r  va lue r a te  o f r e tu rn  to the FVRB for  an operat ing

$1,107, 596 or 17.86 percent: over test year adjusted revenues.

percent »

income of Sl, 294, 338, which represented an increase in revenues of

determine a FVRB Of $$0,340,298."

d iv ided the product  by the FVRB to der ive the fa ir  va lue rate of

return of 6.36 percent.

rec ommenda ii i on

2005 .

The Commission issued its Decision No. 68176 on Sepemiber

The Comrtlission then multiplied that rate by the OCRB and

tha t

de nie d

Chapar ra l  C i t y  f i l ed  an  app l i ca t i on  f o r  rehear ing ,

o f

the order was

a

a

weighted

request

The Commission next: appl ied the 6.36

by

contrary

average

The Commission adopted St:aff's

Chaparral

¢:p:4§9§;;1 111441: the

cost:

to law,

of

City

ca pita l

arbitrary ,

t o authorize

of

and

The

7.6

C8mfd'Hfssion did not use Chapar':r'a1..City'a §a.;L;:f .va1ué..wliei;.¢a1cu1ating

Chaparral Ci Ty s operating inQome gba return on

"Fair value" is not defined by the Arizona Consti tution. See,
e .g . ,  A r i z .  Cons t .  a r t . 15, § 14; Simms v. Round Valley Light &
Power Co.,  80 Ar iz,  145,  151,  294 P.2d 378,  382 (1956). I t  i s
genera l l y  recognized as be ing based on both or i g ina l  cost  and
reproduction cost . Keith M. Howe & Eugene F. Rasmussen, Public
Util ity Economics and Finance 68 (1982) ; Charles F. P h i l l i e s , J r . ,
T he  R egu l a t ion  o f  P ub l i c  U t i l i t i e s  -  T heo r y  and  P r ac t ic e 305
( P ub l i c  U t i l i t i e s Reports, Inc. , ad ed. 1988) ( " Fa i r  va lue  i s  a
f igure somewhere between or ig inal  cost  and reproduct ion cost ,
a r r i v e d  a t  b y  t he  e xe r c i s e  o f 'enl i ghtened j udgment '  o r  by  a
speci f ic formula.").

4

i

4
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We do not reweigh the evidence or substitute our judgment for that

of the Commission. See Tucson Elem., 132 Ariz. at 243, 645 P.2d at:

234 o We review matters of law, however l De novo. U.S. w.

C'ommc'ns, Inc. v. Ariz. Corp. Comm'n, 201 Ariz. 242, 244, al! 7, 34

P.3d 351, 353 (2001).

as Ar title 15, Section 3, of the Arizona Constitution

requires the Commission to "prescribe just and reasonable

rates and charges to be made and collected, by public service

corporations within the State for service rendered therein.II

Article 15, Section 14, of the Arizona Constitution provides that

the Commission "shall, to aid it in the proper discharge of its

duties, ascertain the f air value of the property within the State

of every public service corporation doing business therein.ll These

provisions have been interpreted as requiring the Commission to

find the "fair value" of the ut:i1ity's property and to use that

finding as a rate base in calculating just and reasonable rates.

Sims, 30 Ariz. at 151, 294 P.2d at 382. The purpose of the fair

Value requirement is t;o provide a fair return on the fair value of

the' property that a public utility devotes to public use. Ariz.

Corp . Comm'n v. Ariz, Water Co. I 85 Ariz. 198, 203, 335 P.2d 412,

415 (1959). Although the Arizona supreme Court: has noted that the

constitution does not require the Commission to use fair value as

the exclusive rate basis, the court never tieless has reaffirmed

that in a monopolistic setting, "where rates [are] determined by

6



I

we ighte d cost of ca pita l for Cha pa rra l City t o be 7 . 6 percent I The

Commissiciri then multiplied Chaparral City's OCRB of $17, 030,765 by
7 6 pelfbent, which equaled $1,294,338 The Commission next: divided

tha t number by $20,340,298 the agreed-on FVRB t o obta in the
f a i r  v a l ue  r a t e  o f re turn of  6 .36  percent . The Commission then

mult ip l ied 6 .36 percent  by  the FVRB of $20,340,298 t:o obtain an

operating income of $1,294,338.

as Chaparral City argues on appeal that the Commission's

applicatioN of the FVRB is Meaningless because the Commission

merely divided the operating income by the FVRB and then multiplied

the result by the FVRB, arriving at the same number for the

operating income . Chaparral City contends that: the commission's

use of this method results in rates set based on Chaparral City's

OCRB without regard to its FVRB. Consequently , Chaparral City

argues, 'the method violates the Arizona Constit:ut:ion's requirement

that rates be based on the fair value of the utility' s property.

19 In testimony before the Commission, when asked how FVRB

Was used tO detzermihe revenue requirements, Commission Staff Public

Utilities Analyst Alejandro Ramirez stated that th e "FVRB was

mul t ip l i ed by the F a i r Value Rate. rt Staf f asserted that: i t

considered f air value, and that to ensure Chaparral City could earn

a f air ra te  o f  re turn on that  fa i r  va lue , S ta f f proposed a cost  of

capita l  analysis that: produced a weighted average cost  of  capita l

that, when applied to Chaparral cit:y's OCRB, yielded just: and

8



and , to establish just and reasonable rates The Commission also

eontendsthat the method was cited wt Rh approval in Li richfield Park

Service Co. v. Arizonacorp. Commission, 178 Ariz. 431, 434-35, 874

p.2d 988, 991-92 (App. 1994) Although Lirichfield Park describes

the method used, it does not specifically approve or disapprove of

Whether the process complied with t h e constitutional

requirement to use fair value to set rates was not an issue in that:

case »

112 Chaparral City argues that t:wo cases Simms and Arizona

Corp . Comma sci on v . Ci wizens Utilemies Co . 120I Ariz. 184, 584 P.ad

1175 (App . 1978) express dl approval of the method employed by
the Commission. In Simms, the Arizona Supreme Court stated as

follows

The company contends the commission in arriving at
just and reasonable rates first determined what the
company should be allowed to earn in order to maintain a
sound financial position, attract necessary additions to
capital and pay a fair return on common equity; and
second, having thus established the amount the company
should be allowed to earn for such purposes, it proceeded
to adjust the rate of return to any rate base. If this
be true, it would be an illegal Method of establishing a
rate base. The standard for establishing a rate base
must be the fair value of the property and not what the
commission might believe was a fair rate of return on
common equity.

80 Ariz. at 155, 294 P.2d at 385 The supreme court in Simms,

however, could not; determine that the Commission had actually

employed the method of which the company complained and so

sustained the Commission's order Id. at 155-56, 294 P.2d at 385.

10
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U.S. w.~ Commc'ns, 261 Ariz. at 245-46, 11 13-19, 34 P.3d at 354-55:

Simms," 80 Ariz. at 151, 294 P.2d at 382: Scares v. Ariz. Corp.

CornM'n,*118 Ariz. 531, 533-34, 578 p.2d 612, 614-15 (App~ 1978).

Here, the Commission determined Chaparral City's operating income

based o n OCRB and then mathematically calculated a

corresponding rate of return had the income been based on the FVRB.

Under this method, Chaparral Cit:y's operating income, and therefore

ice revenue requirements and rates, were based not on the fair

value Of its property, but on its OCRB, which does not: comport: with

the Ari zone Constitution .

m s The Commission argues that it has plenary, exclusive

authority in ratemaking and so is entitled to deference. This is

true . See Ethington v. Wright, 66 Ariz. 382, 392, .189 P.2d 209,

216 (1948) However, the Commission's authority is circumscribed

by its obligations under the constitution to find and use fair

value in setting rates,

m s The Commission also argues that use of the method

employed here was appropriate given that Chaparral City requested a

rate" off return based on a cost: Of.capital analysis. The Commission

contends that I begauge the cost; of capital analysis is based o n

Chaparral City's capital structure, it: measures the cost of the

funds that: Chaparral City actually invested in the plant. The

Commission argues that applying the weighted average cost of

capital as a rate of return to the fair value rate base would be

12



origina l dos t, o r OCRB 7 and then engage i n a superfluous

mathematical exercise to identify the equivalent FVRB rate of

return 9 Such a method is inconsistent with Arizona law.

Cost of Equity Estimate Adopted

n o Chaparral City also objects to the Commission's adoption

of  S taf f ' s recommendation for cost of capit:al.7 In re lat ion to

this "argument, Chaparral City asserts that: the Contnission failed to

ma ke adequate findings because i n some instances it: did not:

specifical ly address in detai l  particular points of dispute. The

Commission is required to include in its decisions findings of fact

and conclusions of law. A.R.S. § .41-1063 (2004) • The f findings

need not be detailed, however, as long as they are sufficient to

permit a reviewing court to discern how the decision was reached.

Shelby Sch. v. Ariz. State Bd. of Educ. , 192 Ariz. 156, 163, 21,

962 P .2d  280, 237 (App . 1998). Findings are suf f ic ient i f the

hearing officer addptzs testimony making the findings implicit.

Pine top Truck & Equip. supply v. Indus. C'omm'n, 161 Ariz. 105, 107,

776 P.2d"356, 358 (App. 1989).

119 Chaparral City argues that the methodologies used by the

CommiSsion to determine the weighted cost of capital were flawed.

Specifically, Chaparral City argues that the Commission's

determination of the common cost of equity was arbitrary and

"I
s

recur
Coop .

We address Chaparral Cit:y's argument because it: is l ikely to
on remand. See Phelps Dodge Corp. v. Ariz. Elem. Power

207 Ariz. 95, 108, 40, P.3d 573, (App. 2004).Inc ' . I *1 8 3 586

14



|
9

constant o r two-Stage method assumes . that; investors expect

dividends C O grow a t a hon-constant; rate in the near tem and then

a t a constant rate in the loIn term. Under the constant;-growth DCF

model, the expected annual dividend is divided by the current stock

price to produce the dividend yield. The dividend yield is then

added to the expected infinite annual growth rate of dividends to

produce the cost of equity. The mathematical formula is applied to

sample companies that exhibit similar risk to the company whose

cost: of equity is being estimated. The results are then averaged

to obtain an estimated cost of equity for the company in question.

Staff used the current market: or spot stock price rather than the

historical average to calculate the dividend yield. For the

dividend growth rate, Staff used a combination of historical and

projected dividend-per-share rates provided by The Value Line

Investment Survey. a Staff also coNsidered earnings per share and

intrinsic growth in estimating the dividend growth rate.

123 For the first: stage of the two-stage DCP' model, Staff

forecasted four years of dividends for each of six sample water

utilities using expected dividends over the next twelve months for

the first year and the projected» dividend-per-share growth rate

from Value Line for the following years. For the second stage of

the two-stage model, staff used the historical growth rate of the

gross domestic product ("GDP") from 1929 to 2003 .

t

8 Value Line
data and tracks,

is an investment research company
analyzes, and rates investments.

16
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reasonable cost of equity estimate. This. conclusion is supported

in the record by Mr. Ramirez's testimony.

127 Chaparral City also argues that .the Commission improperly

adopted without comment: Stzafffs .use .of the geometric average annual

GDP growth rate as t:he long-term growth rate in the two-stage DCF

model instead of the arithmetic average annual GDP growth rate.

alza Before the Commission, Dr. ze pp te s tifie d tha t the

geometric average was the correct: met:hod to calculate past events,

but: the aritzhmetzic average was appropriate to estimate growth rates

from the past into the future. Mr. Ramirez asserted that: the

arithmetic mean represents performance over single periods, but the

geometric average is concerned with long-t;erm performance. Mr .

Ramirez testified that staff correctly used the geometric average

in calculating long-term historic GDP growth.

129 The Commission noted disagreement over the appropriate

average to use to determine GDP growth. The Commission did not,

however I sp e c i f i c a l l y address the matter, other than to state

generally that Staff ' s DEF ana.§lys.;i,e .was b4s,ed pr .sound economic

principles .and provided a .more ;'. ,re&8onah1.e cost. of qui Ty than

Chaparral City's. Never tieless, Mr. Ramirez's testimony supports

the Commission's decision. The Arizona Constitution gives the

Commission full power t:o set rates for public utilities . See Ariz.

Const. art . 15, § 3. I t i s therefore for the Commission to

determine which of the competing methodologies t:o employ.

18
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equity equals the risk free rate plus the product: of "beta" and the

market risk premium. "Beta" measures the' systematic risk of a

company » The market:'s beta is 1.0, so if asecurit:y is riskier

than the market, its beta is higher than 1.0, and. if the security

is less risky than the market, its beta is lower than 1.0. Staff

estimated Chaparral City's beta to be 0.68 *by averaging the Value

Line betas of the six sample water utilities. Staff estimated the

risk-free rate t:o be 4.0 percent by averaging the spot: rates of

three intermediate-term U.S. Treasury securities published in the

Wall Street Journal . Staff used two approaches to calculate the

market risk premium -- the historical market: risk premium approach

and the current market risk premium approach. To estimate the

current risk premium rate, Mr. Ramirez determined the cost of

equity using the DCF model . He then applied the CAPM equation t;o

determine the current market risk premium using the market's

average beta of 1 . 0, the yield on a thirty-year treasury note for

the risk-free rate, and the cost of equity determined from the DCF

model . The CAPM equation was then used tO determine the cost of

equity for Chaparral City by using Chaparral City's bed:a~ and the

risk-free rate based on the intermediate-term treasury rates.

9134 Chaparral City objects to St:aff's calculation of beta

based on the sample group, arguing that Chaparral City is riskier

than the sample utilities, which are larger than Chaparral City and

which, unlike Chaparral City, offer publicly traded stock.
The

20



Chaparral City further contends that: the use of intermediate-term

treasury securities implicitly assumes that; the corporation. will

dissolve after the investor's holding period has ended, making the

security worthless. Chaparral city argues that: long-term treasury

securities, which have a higher interest rate, should have been

used instead for the risk-free rate. Chaparral City also argues

that Staff improperly used inconsistent: interest rates in its

current CAPM calculation because Staff used intermediate-term

treasury rates as the risk-free rate, but used the long-term

treasury rate m estimate the current; market: risk premium'

137 Before the commission, Mr. Ramirez testified that the

CAPM is a holding period model, so the use of long-term treasury

securities would not be reasonable because most investors consider

five to ten years the appropriate investment "horizon.n He further

testified that the CAPM is based on the capital market: theory,

which holds that the horizon is the investors' holding period, not

the life of the asset. Mr. Ramirez also criticized Dr, Zepp's

advocacy of the use of long-term securities on the grounds that

g
I

The Commission argues that this issue was not raised in
Chaparral City's application for rehearing and so cannot be »raised
on appeal. See A.R.S. § 40-253(B) , (C) (precluding any claim not
raised in an application for rehearing from being raised in court).
In its application for rehearing, Chaparral city asserted that
staff inappropriately used one interest rate as its risk-free rate
and, another to estimate the market risk premium creating an
improper mismatch. Although this assertion was raised in the
application for rehearing only as a brief comment, given that the
Commission had addressed this objection in its decision, the
mention was sufficient to apprise the Commission of the allegation
of error.

22
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ratemaking Chaparral City has not demonstrated by clear and

convincing evidence that the decision was unlawful or unreasonable.

MoreOver, the Commission notes that, even had Staff not performed a

CAPM calculation, its recommendation for cost of equity would have

been the same based on it:s DCF analysis, which the Commission found

to be based on sound economic principles and t;o produce a f air and

reasonable cost; of equity estimate.

1140 Chaparral City also argues that the Commission ignored

theoretical limitations in the CAPM model and should have instead

used the California Public Utilities' Commission risk premium

method, which was advocated by Chaparral City. Chaparral City

cites several authorities expressing the opinion that: the CAPM is

problematic when used for practical applications . Chaparral city

argues that the risk premium method is easier to use than the CAPM

because it does not require the choices and assumptions necessary

t o i mph amen r. the APM, including estimating betas o r market risk

premiums I but; involves comparing authorized and actual returns o n

equity with the current yield of investment:-grade bonds or other

debt instruments.

'I41 Mrs Ramirez testified that the risk premium method should

not; be used because it relies on forecasts of then-year treasury

securities, long-term treasury securities, and Baa corporate bond

rates O He argued that: the Commission should not rely on forecasts

of interest rates because such forecasts are unreliable. Mr.

C
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purchased power . Chaparra l City contends that the Commission

shou ld  have cons idered  these r isks  in  determin ing  the cos t;  o f

equity, but instead ignored them.

9144 Contrary to Chaparral City's contentions, the Commission

did address Chaparral Cit:y's argument: regarding the inverted-tier

rate design. The Commission noted Chaparral City' s assertion that:

the design might lead to under recovery of its author ized rate of

return and i t s c la im that: the r i s k should be recognized i n

determining the return on equity. The Commission found that the

r isk  o f  revenue ins tab i l i ty  was  suf f ic ient ly  o f fset  by the g rowth

i n Chaparral C i t y ' s customer ba s e  . The Commission found

unconvincing Chaparral City's claim that: the proposed rate design

might cause drastic reductions in water usage such that Chaparral

City could not recover  its  author ized revenue requirement,  g iven

that new growth in customer base could compensate for  possib le

reductions in use bY existiNg customers . Chaparral City has not

made a clear and convincing showing that: this determination was

unlawful or unreasonable O

145 The Commission rejected Chaparral Cit:y's request for

automated adjustment mechanisms. The Commission agreed that

Chaparral C'ity's purchased water and purchased power expenses were

signif icant,  but: d id not believe that the expenses were at a level

o f  v o l a t i l i t y  t o  j u s t i f y  a l l o w ing  a u t o m a t i c  i n c r ea s e s  i n  r a t e s

without; a simultaneous review of costs. The Commission did not

26



showing that; the Commission's decisions in these matters were

unlawful or unreasonable

CONCLUSION

3149 We find that the Commission did not comply with
the

requirements of Ar tile 15, Section 14, of the Arizona Constitution

when the Commission determined the operating income of Chaparral

City using the original cost rate base instead of the fair value

rate base. We therefore vacate the Commission's decision and

remand 0 However, we also find that Chaparral City has not made a

clear and convincing showing that the Commission's decisions

regarding the methodologies used to determine cost of equity were

unlawful or unreasonable. Accordingly, although we vacate the

decision, we affirm the Commission' s methodologies used t o

determine the cost: of equity. The matter is remanded to the

Commission for fur thee detzerminatzion.

LA U
WREIWCE FF . WINTHR

Op /Jud

Ge

CONCURRING :

L
JON W OMPSO Presiding JudgeI

MAURI PORTLE Judge
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insufficient to a ttract the  capita l needed to finance  the  proposed purchase  of the  BMGS.

Does Mr. Parnell make a recommendation regarding the appropriate ROR to apply

to fair value rate base ("FVRB")?

Yes, he does. On page 38 of his Direct Testimony, Mr. Purcell recommends assigning a

zero cost of capital to the difference between OCRB and FVRB. This methodology is

mathematically equivalent to the "backing-in" method traditionally used by Staff to

determine the ROR on FVRB, a method that was recently found deficient by the Arizona

Court of Appeals in the Chaparral decision.
I

Do you have a different recommendation for determining the ROR on FVRB?

Yes, I do. I recommend that the Commission apply the weighted average cost of capital

(or overall ROR) to the Company's fair value rate base for purposes of setting rates in this

proceeding. To the extent such a calculation would result in a higher rate increase than

proposed by the Company, UNS Electric would still be limited to the original rate relief

sought in the Company's rate application.

Does that conclude your rebuttal to Mr. Purcell's Direct Testimony?

Yes, it does .

v. REBUTTAL TO STAFF WITNESS RALPH c. SMITH.

1

2

3 Q.

4

5 A.

6

7

8

9

10

11 Q.

12 A.

13

14

15

16

17

18 Q.

19 A.

20

21

22

23 Q.

24 A.

25

26

27

Mr. Grant, could you please summarize your view of Mr. Smith's Direct Testimony?

Yes. Similar to Ms. Diaz Cortez, Mr. Smith rejects the Company's request for CWIP in

rate base largely on philosophical grounds. Although he recognizes that the inclusion of

CWIP in rate base is up to the Commission's discretion, he offers several reasons why

Staff does not recommend this ratemaking treatment.

33



Page 949

BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)
)
)

Phoenix, Arizona

September 20, 2007

At:

Date:

Filed:

REPORTER' S TRANSCRIPT OF PROCEEDINGS

VOLUME VI
(Pages 949 through 1151)

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:

UNS  Ele c tric  / Ra te s
E-04204A-06-0783

9/20/2007
Vol. V I

2

M@*¢ w ¢ s + do -\¢=1amwlna¢»aua»:a&em»za@»»< ~z ~m w@m w . z u m n l s » v » ¢ n u wa wa s §  A 4 @§ ¢04 ww//4z»h\».-= <9 < v¢8»c¢<*a e.>»\">Z-4eL.»4"4? 44 4-x~>>,>» =» e<NWh 4 <x 4< W u » m a a v w¢¢~4»¢

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274~9944
Phoenix,  AZ

3



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Page 1045

more of an earnings problem. They were having a hard time

earning their authorized return on equity and they needed

cash flow to fund capital expenditures.

Q. So they cited -- they also cited cash flow as a

reason for inclusion of CWIP; correct?

A. Yes.

Q. Okay. My next area of questioning concerns

return on f air value rate base. You're the correct

witness for that subject?

A. Yes.

Q. Okay. On page -- let's see. If you look at

Page 33 of your rebuttal testimony, please. Do you have

that, Mr. Grant?

A. Yes, I do.

Q. Okay. And there do you not recommend that the

Commission apply the weighted cost of capital to the

company's fair value rate base for purposes of setting

rates in this case?

A. Yes. With the caveat that we wouldn't ask for a

rate increase higher than what is in our application.

Q. Okay. And your position there to apply the

weighted cost of capital to the company's fair value rate

base is based upon your understanding of a recent Arizona

Court of Appeals decision involving Chaparral City Water

Company; correct?
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2

11. RESPONSE TO STAFF WITNESS RALPH C. SMITH'S SURREBUTTAL

TESTIMONY.

Q-

A.

What issues raised by Mr. Smith in his Surrebuttal Testimony do you wish to

address?

I will address the following issues raised by Mr. Smith: (i) his characterization of Staffs

approach for calculating the rate of return (ROR) on fair value rate base ("FVBR"), (ii) his

use of a "financial distress" standard for granting CWIP in rate base, (iii) his dismissal of

other factors that point to the need for CWIP in rate base and (iv) his comments concerning

regulatory lag and the appropriate use of financial forecasts in rate proceedings.

Q.

3

4

5

6

7

8

9

10

i i

12

13

14

15

16

17

18

19

20

21.
22

23

24

25

26

27

A.

On page 4 of his Surrebuttal Testimony, lines 4 through 7, Mr. Smith states that

Staff's approach to calculating a ROR on FVRB "...cannot be dismissed as a mere

superfluous mathematical exercise." Do you agree with this statement?

No, I do not. As I explained in my Rebuttal Testimony, Staff' s approach is mathematically

equivalent to the approach that was expressly disallowed by the Arizona Court of Appeals

in a case involving Chaparral City Water Company. Despite his statement to the contrary,

appearing on page 4 of his Surrebuttal Testimony (lines l through 4), Staff's approach does

result in the same revenue requirement regardless of whether FVRB or original cost rate

base ("OCRB") is used. It is only because of rounding that Staff has calculated a

difference in the revenue requirement for UNS Electric. This $1,533 difference can be

observed on Schedule A attached to Mr. Smith's Direct Testimony. This' amount

represents less than 0.001% of the $162 million revenue requirement identified by Staff,

and only 0.04% of the $3.8 million revenue deficiency shown on Schedule A attached to

Mr. Smith's Direct Testimony. Although I believe the Commission has wide discretion in

setting a ROR on FVRB, Staffs approach is clearly unresponsive to the concerns raised in

the Chaparral City Water Company ruling.

2
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1 1 1 . RES P ONS E TO S TAFF WITNES S  RALP H c . S MITH'S  S URREBUTTAL

TESTIMONY.2

Q- Wh a t is s u e s  ra is e d  b y Mr. S m ith  in  h is  S u rre b u tta l Te s t im o n y d o  yo u  wis h  to

address?

I will a ddre s s  the  following is s ue s  ra is e d by Mr. S mith: (i) his  cha ra cte riza tion of S ta ff's

approach for ca lcula ting the  ra te  of re turn (ROR) on fa ir va lue  ra te  ba se  ("FVBR"), (ii) his

use  of a  "fina ncia l dis tre s s " s ta nda rd for gra nting CWIP  in ra te  ba se , (iii) his  dismis sa l of

other factors  tha t point to the  need for CWIP in ra te  base  and (iv) his  comments  concerning

regula tory lag and the  appropria te  use  of financia l forecasts  in ra te  proceedings.

Q-

/'
\

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21.

22

A.

23

24

25

26

27

On pa ge  4  o f h is  S u rre bu tta l Te s timony, line s  4  th rough  7 , Mr. S mith  s ta te s  tha t

S ta ff's a pproa c h  to  c a lc u la ting a  RO R o n  FVRB "...c annot be  d is mis s ed  a s  a  mere

s uperfluous  mathematica l exerc is e ." Do you agree  with this  s ta tement?

No, I do not. As  I expla ined in my Rebutta l Tes timony, S ta ff' s  approach is  ma thema tica lly

equiva lent to the  approach tha t was  express ly disa llowed by the  Arizona  Court of Appea ls

in a  ca se  involving Chapa rra l City Wate r Company. Despite  his  s ta tement to the  contra ry,

appearing on page  4 of his  Surrebutta l Testimony (lines 1 through 4), Staff' s  approach does

re sult in the  same  revenue  requirement rega rdle ss  of whe the r FVRB or origina l cos t ra te

ba s e  ("OCRB") is  us e d . It is  on ly be ca us e  of rounding  tha t S ta ff ha s ca lcula ted a

diffe re nce  in the  re ve nue  re quire me nt for UNS  Ele ctric. This  $1,533 diffe re nce  ca n be

obs e rve d  on  S che du le  A a tta che d  to  Mr. S mith 's  Dire c t Te s timony. This  a mount

re pre se nts  le s s  tha n 0.001% of the  $162 million re ve nue  re quire me nt ide ntifie d by S ta ff,

a nd only 0.04% of the  $3.8 million re ve nue  de ficie ncy shown on Sche dule  A a tta che d to

Mr. S mith's  Dire ct Te s timony. Although I be lie ve  the  Commis s ion ha s  wide  dis cre tion in

setting a  ROR on FVRB, S ta ffs  approach is  clea rly unrespons ive  to the  conce rns  ra ised in

the  Chapa rra l City Wate r Company ruling.

A.

2
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Docket No. E-04204A-06-0783
Page 38

2

to the utility. Since the capital finances the rate base (in an original cost world) the link

between cost of capital and rate base satisfies this filnancid and regulatory objective.

3

Q-

7

9

10

11

12

13

Based on your experience as a cost of capital witness over the past 3.5 years, do you

have a proposed solution for the commission to account for the use of a .fair value

rate base in settingrates for UNS Electric?

Yes, Ida. Since the differential between fair value rate base and original cost rate base is

not financed with investor-supplied funds, it is logical and appropriate to assume that this

excess has no cost. As a result, the cost of capital, through the capital structure, can be

modified to account for a level of cost-tree capital in an equal dollar amount to the excess

of fair value rate base over the original cost rate base. Such a procedure would still

provide for a return being earned on dl investor-supplied funds and thus be consistent

with financial and regulatory standards.

14

15 Q-

16

17

18

Has the staff made such a proposal 'm this proceeding?

Yes, it has. Staff witness Ralph Smith has re-cast my cost of capital calculation in a

fashion that incorporates my surrcbuttal position. As this imiicates, the "far Moe cost of

capital" for UNS Electric is 7.01 percent.

19

20 Q ,

A.

Does this conclude your profiled direct testimony?

21

4

1

6

5

8

A.

A.

Yes, it does.
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Direct Testimony of David C. Parcels
Docket No. E-04204A-06-0783
Page 38

1

2

to the utility. Since the capital finances the rate base (in an original cost world) the link

between cost of capital and rate base satisfies this financial and regulatory objective.

3

4

5

Q-

7

8

9

10

1 1

1 2

Based on your experience as a cost of capital witness over the past 35 years, do you

have a proposed solution for the commission to account for the use of a fair value

rate base in setting rates for UNS Electric?

Yes, I do. Since the differential between fair value rate base and original cost rate base is

not financed with investor-supplied funds, it is logical and appropriate to assume that this

excess has no cost. As a result, the cost of capital, through the capital structure, can be

modified to account for a level of cost~H'ee capital in an equal dollar amount to the excess

of fair value rate base over the original cost rate base. Such a procedure would still

provide for a return being earned on dl investor-supplied funds and thus be consistent

with financial and regulatory standards.1 3

1 4

15

1 6

1 7

1 8

Q- Has the staff made such a proposal in this proceeding?

Yes, it has. Staff witness Ralph Smith has re-cast my cost of capital calculation in a

fashion that incorporates my surrebuttal position. As this 'indicates, the "fair value cost of

capital" for UNS Electric is 7.01 percent.

1 9

2 0 Q.

A.2 1

6

I

A.

Does this conclude your pre-filed direct testimony?

Yes, it does.
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UNS Electric, Inc.
Capital Structure & Cos\ Rates

Docket No. E~04204A~06-9783
Schedule D
Page 1 of 1

Ten Year Ended June 30, 2006

Line
No. Capital Source

Capitalization
Amount Percent

Cost
Rne

Weighted AVg»
Cost of Capital

1
2
3
4

UNS - Proposed
Short-Tenn Debt
Long-Tenn Debt
Common Stock Equity

Total Capital

s
s
s
s

5,000
59,486
61,587

126,073

3.97%
47. IN%
48.85%

100.00%

6.36%
8.22%

11.79%

0.25%
3.88%
5.76%
9.89%

5
6
7
8

ACC Staff - Proposed
Short-Term Debt
Long-Term Debt
Common Stock Equity

Tata\ Capital

$
s
s
$

5,000
59,545
61,587

126,132

3.96%
47.21 %
48.83%

I00.00%

6.36%
8.16%

l0.000%

0.25%
3.85%
4.88%
8.99%

9 Difference -0.90%

10 Weighted Cost of Debt 4.l0%

ll
12
13

3.09%
36.82%
38.08%

6.36%
8.16%

10.000%

0.20%
100%
3;81%

14
s
s

22.01%
l00,00%

0% [a l 0.00%
7.0100'/»15

ACC StalT - Proposed Cost of Capital for Fair Value Rate Base
Short-Term Debt S 5,}'/2,024
Long-Term Debt $ 61,593,629
Common Stock Equity S 63,705,884

Capital financing OCRB $ 130,471,538
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

36,811,017
167,282,555

Nam Md Svmw
Lines LE UNS Blectzic Inc. Ming, Schedule D-I
Lines5-8* surwamm David Flin!!
Lisles 11-158 Col.A:

Fair Value Rare Base S 167,282,554 ScheduleA
s 130,411,537 SclxednieA

Diielwee s 36,811,017

is appdedaiion ofFair ValueovcrOmigi1u1l Coshhatis notrecognisned
on the utility'sbooks.

La] The ampmuciatinuu afFair Value ova' Oligind Cosihas notbeenleuowizedonthe udlitjr's Belicia
Smal:o89béckawueciaEonhas.notbeeu iimmcedbydeibmoreqdtyc¢itdIeocI61=dontheuHlity'.sb¢drs.
Theappmedamiumova-Ori@nalOostbookvaiueisiizexefonmecognMdforcostofoagaitnl .
puzpnsesaizunwst.
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Surrebuttal Testimony of Ralph C. Smith
Docket No. E-04204A-06.0783
Page 2

11.

Q-

A.

REVENUE REQUIREMENT

What issues are addressed in your Surrebuttal Testimony?

My testimony addresses the Company's proposed revenue requirement and selected other

issues.

Q. What revenue increase has been requested by UNS Electric?

A. In its direct filing, UNS Electric requested an increase in base rate revenues of $8.507

million, or approximately 5.5 percent. As shown on Exhibit DJD-l, page 5 of 5, which

was filed with UNS Electric witness Dallas Dukes' Rebuttal Testimony, the Company has

revised its request to $8.487 million.

Q. What revenue increase does Staff recommend?

A. Staff recommends a revenue increase of $3.668 million on adjusted fair value rate base.

The comparable base rate revenue increase calculated by Staff on original cost rate base is

$3.647 million. This is shown on Schedule A of Attachment RCS-6, f i led with my

Surrebuttal Testimony. Attachment RCS-6 presents Staffs revised accounting schedules.

Return on Fair Value Rate Base

How did Staff determine the return to be applied to the fair value rate base?Q.

A. This is shown on Attachment RCS-6, Schedule D, and was addressed in my Direct

Testimony and the Direct Testimony of Staff witness David Purcell.

I

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

2 2

23

24

25

26

Q. How did UNS Electric determine the rate of return to apply to fair value rate base in

its filing?

A. As noted in my Direct Testimony, in UNS Electric's direct filing, as shown on Schedule

A-1, the Company adjusted the return that is to be applied to fair value rate base



Surrebuttal Testimony of Ralph C. Smith
Docket No. E-04204A-06-0783
Page 3

downward, consistent with long-standing Commission practice, such that the revenue

requirement produced by both the original cost rate base and the fair value rate base would

not result in an excessive return on equity to the utility. UNS Electric's calculation of

return on fair value rate base in the instant case is also consistent with the way the return

was applied to the fair value rate base in the original rate case filing of its affiliate, UNS

Gas, in Docket No. G-04204A-06-0463 .

Q. Has UNS Electric presented a revised fair value rate base calculation in its Rebuttal

Testimony?

No. UNS Electric's rebuttal f il ing includes a recalculation of its proposed revenue

requirement at Exhibit DJD-l (filed with Mr. Dukes' Rebuttal Testimony). Page l of that

exhibit shows that the Company is applying its requested rate of return to its calculated

original cost rate base to derive its proposed amount of required net operating income.

Q.

A.

Does UNS Electric criticize Staffs calculation of the return on fair value rate base in

its Rebuttal Testimony?

Yes. Mr. Grant's Rebuttal Testimony at page 3, lines 2-5 states that: "Staff has proposed a

methodology that is mathematically equivalent to the 'backing in' method that was

expressly rejected in a recent Arizona Court of Appeals ruling involving Chaparral City

Water Company ("Chaparral decision"). Staffs methodology should be rejected and

replaced with a methodology that actually gives credence to FVRB in setting rates." He

makes a similar assertion at page 33 of his rebuttal.

1

2

3

4

5

6

7

8

9

1 0

13

1 4

15

1 6

17

1 8

1 9

2 0

21

22

23

24

25

26

A.

Q. Please respond to Mr. Grant's criticism.

A recent Court of Appeals decision provided guidance for calculating the return on fair

value rate base. Staffs calculation has carefully considered and applied such guidance,

A.
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IT 18 ORDERED that the Memorandum Decision be filed by

t h e  C l e r k .

IT IS FURTHER ORDERED that a copy of th i s order

together with a copy of the Memorandum Decision be sent: to

each par Ty appearing herein or the attorney for such party.

this 13th Febr\1aL'r'yDATED da y of I 2007
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giving the utility a reasonable return on its Arizona proper Ty, the

f air value requirement [is] essential.
n u.s, W. Commc'ns, 201

Ariz. at: 245-46, 17-18, 34 P.3d at 354-55M Accordingly, the

setting of reasonable rates without regard to fair value does not

comply with the constitutional requirement. Simms, 80 Ariz. at

151, 294 P.2d at 382 Fair value is measured by the value of a

utility:y's property at the time of inquiry. Id.

xv In determining rates, the Commission employs the general

equation that a it;ilit:y's revenue requirement equals the sum of its

operating income plus operating (and other ) expenses •

Chaparral City disagrees with the Commission and RUCO on the method

to be used to determine the operating income and asserts that

operating income is the product of the FVRB and the rate of return,

and that the rate of return is general ly equal  to a ut ', i1i ty's

weighted cost of capita1.5 See generally Howe & Rasmussen, supra.

at: 99-100; Roger A. Morin, Ut i l i t i es ' Cost of Capital 21~22 (Public

The Commission, however, foundUti l i t ies Reports, Inc. 1984)

operating income by multiplying the cost of capital by the OCRB.

The Commission then divided the result by the FVRB to obtain what

i t terms the f air value rate of return. It then multipl ied the

fair value rate of return by the FVRB t;o obtain the operating

income o specifically, in this case, the Commission determined the

" [Tlhe rate of return i s the amount of money earned by a
public utility, over and above operating costs, expressed as a
percentage of the rate base." Phi l l i es, supra, at 358. Rates of
return vary, depending on the type of rate base used. Id. at 366 .

7

5
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O

applying a figure based on investment: to a rate base figure not

based on investment . By this argument, the Commission appears to

be advocating the setting of rates based on the investment made in

the plant. However, rates cannot be based on investment, but must:

be based on the f air value of the it;il ity's proper Ty. Simms, 80

Ar iz . at 151, 294 P.2d at: 382; Ar i z . Water Co., 85 Ar iz . at 203 I

335 P.2d at 415.

117 The Commission also argues that the  cost  of capi tal

analysis "is geared to concepts of original cost measures of rate

base, not; f air value measures of rate base" and thus was

appropriately appl ied here to the oRB. ' The Commission asserts

that it was not bound to use the weighted average cost of capital

as the rate of return t:o be applied to the FVRB. The Commission is

correct; If the Commission determines that the cost; of capital

analysis is not the appropriate methodology to determine the rate

of return to be appl i ed to the FVRB, the Commission has the

discretion t:o determine the appropriate methodology . The  s a me  is

true i f the Commission were to determine that applying th e weighted

average cost: of capital to the FVRB resulted in double counting

inflation, as argued by RUCO. However, the Commission cannot

ignore its constitutional obligation to base rates on a uti1it;y's

f air value. The Commission cannot determine rates based on the

6 Cost  o f  capi ta l  analys is is appropriate where the rate base
used is the OCRB because both are related to the capital structure
of the company. Cit izens Tel. Co. v. Pub. Serv. Comm'n, 247 S.W.2d
510, 513 (Ky. 1952).

1 3



l

x

origina l cost, o r OCRB , and the n engage i n a s upe rfluous

mathematical exercise to iden t i f y  the  equ iva len t FVRB  ra te  o f

re turn . Such a method is inconsistent with Arizona law.

II . Cost of Etui Cy Estimate Adopted

918 Chaparral City also objects t;o the Commission's adoption

o f S ta ff' s recommendation for cost of capit;al.7 I n relation t o

this argument, Chaparral City asserts that the Commission failed to

make adequate findings because in some instances it; did not:

spec i f i ca l ly  address  in  deta i l  pa r t icu la r  po in ts  o f  d ispute. The

Commission is required to include in its decis ions f indings of fact

and conclusions of law, A.R.S. § _41-1063 (2004) » The findings

need not be deta i led,  however ,  as  long as they are suf f ic ient  to

permit a reviewing court to discern how the decision was reached.

S he lby S ch. v. Ar iz . S ta te  Bd . o f E d u c . , 1 9 2  Ar iz . 156, 163, Fit 21,

962 p .2d 230, 237 (App. 1998). Findings are sufficient i f t;he

hear ing  o f f icer  adopts tes t imony making  the f ind ings  imp l ic i t .

Pine top Truck & Equip. Supply v. Indus. C'omm'n, 161 Ariz . 105, 107
I

776 P.2d 356, 358 (App. 1989).

119 Chaparral City argues that the rnetzhodologies used by the

Commission to determine the weighted cost; of capital were flawed.

S p e c ific a lly, C h a p a rra l C it y argues that th e Commission ' s

determination of the common cost of equity was arb i t ra ry  and

"1
I We address Chaparral City's argument because it: is l ikely to
recur on remand. See Phelps Dodge Corp . v. Ari z . El ac . Power
Coop. / 207 108, 'ii 40, (App. 2004) .Inc  . r Ariz .  9 5 r 83 P. ad 573 586I'

14
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Page 1152

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
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APPROVAL OF RELATED FINANCING.

)
)
)
)
)
)
)
)
>
)
)
)

DOCKET NO:
E-04204A-06-0783

Phoenix, Arizona

Date: September 21, 2007

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME VII
(Pages 1152 through 1351)

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:
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Page 1187

1 capital . I just cite the number in my testimony.

2 not perform that calculation. He does.

3 Q. Okay . If we were to take 167 million and

4 subtract 130 million, we would get 37 million; correct?

5 A. Every time, yes.

6 Q. And that would be the fair value increment in the

7 example we've been going through?

8 A. In that example, yes.

9 Q. And we would, again, be multiplying 130 million

10 times the cost of capital, 8.99 percent, which would get

11 us to the $11,687,000 figure that we talked about earlier;

12 correct?

13 A. And that's the revenue requirement which gives

14 the return investors are entitled to, yes .

15 Q. And that would be the figure, because 37 times

16 zero is zero?

17 A. That's right. It should be. It has to be that

18 way because this way investors are provided with a return

19 on their invested capital .

20 Q. So we have

21 A. It's the $11.7 million provides all of the

22 required return investors are entitled to. There ' s no

23 need to add anything to that Otherwise, it's just a

24 bonus to the equity owner.

I apologize for cutting you off frequently

4& § waffumasew $94 auumaaw MWn>m& =*S¢*&?£1IiI=r! Iw4l!?< w®wnwa wa»alu wa4



10 anything added to that .

11

13

12

14

21

17

16 Mr. Purcell?

15

22

20 take 10 and come back at 10:20.

18 have about two or three minutes .

23

19

25 relating to the last hypothetical that Mr. Gellman gave.

24

2 we get the same 11.687 figure as we do under what Staff

1

5 should because that's the dollars of capital required to

4

3 used under the old system; correct?

7 be that.

8 for the use of their capital, and every dollar of investor

6 compensate investors for their investment.

9 capital is provided for return, and there should not be

A. Well, you should, but the answer is yes.

ALJ WOLFE :

No fur thee questions, Your Honor.

Page 1188

But basically under what you're recommending now,

MR. GELLMAN :

MS. SCOTT:

Ms. Scott, do you have redirect examination for

THE WITNESS:

ALJ WOLFE :

ALJ WOLFE:

Ms. Scott.

MS. SCOTT :

(A recess was taken from 10:10 a.m. to 10:20 a.m.)

Those are the dollars required to pay investors

Thank you, Mr. Gellman.

Sure .

Let's go back on the record.

I do.

Yes .

Thank you, Mr. Parcels.

Thank you.

I just had a few questions

why don't we just go ahead and

I was wondering if I could

ws .: m * . ¢mwm \ \"" */ KQQ

So it should

And you
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UNSE (Revis ed) S ta ff Diffe re nce
of Ra te  Bas eS u m s E x.  DJ D-1 Sch B (Revised)

Original Cost Rate Base $ 141,034,952 $ 130,707,320 $ (10,327,6322
Fair Value Rate Base Not Updated $ 167,518,337 N / A

S urrebutta l Testimony of Ra lph C. S mith
Docke t No. E-04204A-06-0783
Page 6

1

2

applica tion of the  adjusted weighted cost of capita l to the F VRB produces  a  s lightly highe r

revenue requirement than does the  applica tion of the  unadjusted ra te  of re turn to OCRB .

3

4

5

6

7

8

9

1 0

11

12

III.

Q.

RATE BASE

In view of issues raised in UNS Electric's Rebuttal Testimony, have you made any

revisions to Staffs proposed rate base?

Yes. Afte r reviewing UNS  Electric's  Rebutta l Tes timony, I have  re flected adjus tments  for

the  following ite ms :

S ta ff is  eva lua ting the  remova l of S ta ff Adjustment B-3 for a  Customer Advance  on a

pla nt a ddition tha t wa s  s ubje ct to re imburs e me nt. UNS  E le c tric  witne s s  Ka re n

Kiss inge r e xpla ine d in he r re butta l tha t the  Compa ny ha d re ce ive d the  a dva nce , but

ha d code d it incorre ctly (to a  diffe re nt proje ct) in its  ge ne ra l le dge r. S ta ff is  a wa iting

the  re ce ipt of a de qua te  supporting docume nta tion to e na ble  S ta ff"s  ve rifica tion tha t

the  Customer Advance  was recorded and ne tted aga inst plant in se rvice  a t the  end of

the  te s t ye a r. Tha t docume nta tion ha s  be e n re quire d in da ta  re que s t S TF 20.50. If

S ta ff de te rmines tha t this  adjustment is  not necessa ry, it will be  withdrawn.

Updating cash working capita l to reflect revised expenses on Schedule  B-4 .

Q . How does Staffs revised rate base compare with UNS Electrie's proposed rate base?

13

1 4

15

1 6

17

1 8

1 9

2 0

21

2 2

2 3

2 4

25

2 6

A.

A. A compa rison of the  propose d ra te  ba se  ide ntifie d in UNS  Ele ctric 's  re butta l a t Exhibit

DJ D-l, pa ge  1 of 5, a nd S ta ff" s  re comme nde d ra te  ba se  on a n Origina l Cos t a nd Fa ir

Value  basis a re  presented be low:
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Direct Testimony of David C. Parcel!
Docket No. E-04204A-06-0783
Page 38

2

to the utility. Since the capital finances the rate base (in an original cost world) the link

between cost of capital and rate base satisfies this filnanciaI and regulatory objective.

3

Q.

7 A.

8

9

1 0

1 1

1 2

1 3

Based on your experience as a cost of capital witness over the past 35 years, do you

have a proposed solution for the commission to account for the use of a .fair value

rate base in setting rates for UNS Electric?

Yes, I do. Since the differential between .fair value rate base and original cost rate base is

not financed with investor-supplied fluids, it is logical and appropriate to assume that this

excess has no cost. As a result, the cost of capita, through the capital structure, can be

modified to account for a level of cost~ii'ee capital in an equal dollar amount to the excess

of fair value rate base over the original cost rate base. Such a procedure would still

provide for a return being earned on all investonsupplied funds and thus be consistent

with financial and regulatory standards.

1 4

1 5 Q, Has the staff made such aproposal in this proceeding?

1 6 Yes, it has. Staff witness .Ralph Smith has re-cast my cost of capital calculation in a

1 7 fashion that incorporates my Sm-rebuttal position. As this indicates, the "fair Muscon of

1 8 capita l" for UNS Electric is  7.01 pe rcent.

1 9

20 Q»

A.

Does this conclude your pre-filed direct testimony?

2 1

.4

1

5

6

A.

Ye s , itdoe s .
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12 that is exactly what we want,

11 will be different increases for different scenarios, but

10 increase.

13 different scenarios because we are trying to motivate

15 f est-growing areas that we have conservation now and not

14 customers to conserve.

16 later.

17

18 are not speaking enough directly into that microphone .

19

20 mike?

21

24

22

25

23

2

1 they work together.

3 while longer.

4 have a customer who decides, well,

5 of power,

7 the price.

8

6 Well,

9 say, well,

, .,

that is certainly their right if they want to pay

Now,

The Company has never tried to disguise this and

ALJ WOLFE:

ALJ WOLFE:

THE WITNESS:

THE WITNESS:

THE WITNESS:

It's dead as can be.

(Discussion off the record.)

and I like to use it during the peak period.

all the customers are going to get the same

I think the Staff is very concerned that there

it is possible -- I will stay here for a

This is fun -- it is possible that you will

They work in tandem.

Mr. Erdwurm,

It is working,

Maybe it is my regular voice

I'm not speaking directly to the

So this is -- again this is where I

It is very important in these

/444 & WN 444 ab;»=n»a<~.a¢alu@§.aa m3///44 I<}A; a W W Z

is different increases for

someone is saying you

I'm going to use a lot

though,

Page 407
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3
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3
2 4
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P a ge  407

1 the y work toge the r. The y work in ta nde m.

2 No w,  it  is  p o s s ib le  - -  I will s ta y h e re  fo r  a

3  while  longe r. Th is  is  fu n  - -  it  is  p o s s ib le  th a t  yo u  will

4 have a customer who decides, well, I'm going to use a lot

5 of power, and I like to use it during the peak period.

6  W e ll,  th a t is  c e rta in ly th e ir  r ig h t if th e y wa n t to  p a y

7  th e  p rice .

8 The Company has never tried to disguise this and

9 say, well, all the customers are going to get the same

10 incre a s e . I th in k th e  S ta ff is  ve ry c o n c e rn e d  th a t th e re

11 will be different increases for different scenarios, but

12 that is exactly what we want, is different increases for

13 different scenarios because we are trying to motivate

14 customers to conserve. It is  ve ry im p o rta n t in  th e s e

15 fast-growing areas that we have conservation now and not

16 later.

17 ALJ WOLFE : Mr. Erdwurm, someone is saying you

18 are not speaking enough directly into that microphone .

19 THE WITNESS: I'm not speaking directly to the

20 mike ?

21 ALJ WOLFE : It is working, though, isn't it?

22 THE WITNESS: Ma ybe  it is  my re gu la r vo ice

23 It's dead as can be.

24 (Discussion off the record.)

25 THE WITNESS : S o  th is  is  --  a g a in  th is  is  wh e re  I

v»xws.a'e9,xalz4t4¢ *4a~<%>w¢ #Y44: ¥ i 494i6£ M mas we a. as¢2B>» ~°4a>a»salaeslss»ss»avellzx>e'¥».ez>n we s *was wa».¢ »eWma»~eu¢n-a °<m&as»xa®>z<»A4\»»>>>le\.~s¢>a\ sm>xsue4s»xwar» .§
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11 that the change in rates would go into effect if this is

12 adopted?

13

10

14

15

16

20

18

21 would like to follow up on the Judge's questions because I

19 BY MR. MAGRUDER:

17

22 really think that you see that presentation of the rates

24

23 on the billing statement is very important in this case.

25

2

7

3 question.

1 cross-examination.

4

8 will work -- because this is going to be a challenge, but

5 education program to explain to them how they can lower

6 their bills?

9 I think we can work to make it very clear to customers.

A.

Q.

Q.

ALJ WOLFE :

ALJ WOLFE :

THE WITNESS :

ALJ WOLFE :

Mr. Magruder.

Has the Company begun preparing a customer

THE WITNESS:

Good morning.

And that should really be human factor in rates

I agree with you, yes.

CROSS-EXAMINATION

And to have that ready by the time

Mr. Erdwurm, I can't wait to ask this

Thank you.

To my knowledge, not yet.

Yes .

I do have some questions, and I

Yes .

» 4Wad§v9» > MXMM K

But we

Page 409
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11 customers regarding the cost of DSM programs.

13 and Staff supported, is 25 percent of the new programs and

12

10 timely cost recovery, flexibil ity and transparency to

14 100 percent of the low-income weatherization program for

16

15 approximately $950,000.

17 exchange yesterday between Ms. Scott and Mr. Erdwurm on

20 correct witness to ask that to, and yes, we do.

21 filed in Program Portfolio on June 13th.

18 the time-of-use education.

19 Electric has an education program plan, and I was the

22 Attachment 1 to the Program Portfolio page 5.

23

25 materials that we are planning to give out to the

24 planning to direct the segments and what kind of education

2 there is a net benefit to society of approximately

5 dioxide emissions by over 34 million pounds, 19,000 pounds

1 and over 500,000 terms.

3 $9 million.

7

8 DSM adjustor mechanism.

4

9 essential component to the DSM portfolio that provides

6 of NOt and 6,000 pounds of SOX.

.~

Wha t we  a re  a s king in  th is case , and which RUCO

Fina lly, UNS  Ele c tric  ha s  re que s te d  a pprova l o f a

In  a ddition , the  DS M portfo lio  re duce s  ca rbon

And that provides information on how we are

In my summary I did want to respond to an

I r  4 ~4u'€&'z>\ '¢\§ ¢mn»¢,-amuua\<>.4aaa '»a la»anm»u~ w¢wJm @»4awv %g,4%i £i '>*,;Y(' a v  M Y 4 6 /=/¢¢»1:ee>¢».§a4>>¢><»~w= »¢¢\»W¥4? ¢

The adjustor mechanism is an

Over the five-year portfol io

Mr. Erdwurm wa s  a s ke d if UNS

It wa s

Page 626
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11 file it as an exhibit or provide it to other par ties if

12 they wish.

13

10 parties are interested in seeing it.

15

14 supplementing their testimony with this exhibit?

16 that, no.

17

20

21 can do is, if you would rather, I can take administrative

18 I will raise the question concerning the entire document

19 that that exhibit comes from in cross-examination.

23 you can ask questions about anything in the other docket.

22 notice of the other docket.

25 of one document that's been filed there, Mr. Magruder,

24

2 messages, brochures, radio, and small print ads, door

1 customers .

3 tags .

7

5 record.

4

6

8 reference, we do have a copy of the reference Ms. Smith

9 just made to the education outreach program if other

Q.

MS. LIVENGOOD:

ALJ WOLFE:

Thank you, Ms. Smith.

MS. SCOTT:

MR. MAGRUDER :

ALJ WOLFE :

So I just wanted to make that clear in the

Just the f act that I take administrative notice

This includes:

Staff doesn't have an objection to

Is there any objection to the Company

It's in a separate docket.

WMMQMWWM Sy NN

No, I don't have an objection, but

Your Honor, just for everyone's

targeted mailing, bill

But that doesn't mean that

<v=<szas°aneacz¢a>v>~1x4asarxasas.sasauu»./

We can certainly

What I

Page 627
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1

2

9.

10.

3

4 11.

12.

13.

14.

Incre a se  cus tome r cha rge s  to cos t-ba se d le ve ls  supporte d by the  CCOS S ,

De cre a s e  la rge  powe r s e rvice  de m a nd cha rge s  to be  m ore  cons is te nt with la rge

ge ne ra l se rvice  de ma nd cha rge s ,

Ra is e  the  th re s ho ld  to  7 ,500  kph  pe r m on th  (from  5 ,000  kph  pe r m on th ) tha t

trig g e rs  a n  a u to m a tic  s witc h  fro m  S m a ll G e n e ra l S e rv ic e  to  La rg e  G e n e ra l

S e rvice ,

Modify the  CARES  dis count progra m  to be  m ore  cons e rva tion-orie nte d,

Es ta blish propose d re ve nue  incre a se s  by cla s s , a nd

Imple me nt the  propos e d DS M cos t re cove ry me cha nis m.

1 . Tim e  Of Us e  Ra te s .

5

6

7

8

9

1 0

1 1

12

13 Q -

1 4 A.

Why a re  you propos ing TOU ra te s ?

15

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

Inc luding TOU ra te s  within  the  ove ra ll ra te  de s ign will provide  a  s tronge r price  s igna l to

cus tom e rs  to  s h ift loa d  ou t o f the  c ritica l pe a k pe riod .  Re duc ing  pe dc  m e a ns  tha t le s s

powe r will be  ne e de d  whe n  it is  m os t cos tly.  Cons e que ntly,  le s s  powe r will ha ve  to  be

purc ha s e d  from  the  s po t m a rke t du ring  pe a k tim e s .  Th is  will re s u lt in  s a v ings  fo r the

Com pa ny a nd its  cus tom e rs .  TOU cus tom e rs  who "s ha ve " the  pe a k a nd "fill in" the  off-

p e a k va lle ys  re duce  the  a ve ra ge  price  tha t the y pa y for e le c tric ity.  A TOU ra te  re wa rds

cus tom e rs  who he lp lowe r a ve ra ge  s ys te m  cos ts .  As  a  DS M m e a s ure , TOU is  a  low cos t

progra m  with  la rge  be ne fits  in  re duc ing  pe a k.  Re quiring  ne w cus tom e rs  to  be  on  TO U

ta riffs  will s e nd price  s igna ls  tha t m ore  a ccura te ly re fle c t the  a dditiona l cos ts  ne e de d to

s e rve  ne w loa d. Furthe r,  re ducing pe a k pe riod de m a nd a nd s hifting cons um ption to  off-

pe a k time s  he lps  incre a s e  loa d fa ctor, which a ls o re duce s  cos t through the  more  inte ns ive

utiliza tion of fixe d re s ource s . The  ta riffs  s e tting  forth  the  propos e d TOU pric ing pla ns

a re  a tta che d a s  Exhibit DBE-1 to my te s timony.

25

26

27
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13 their behavior, what good do you think you're going to get

12 If you have voluntary customers and they're not changing

ll of the points why I disagree that it should be mandatory.

10

14 by putting in all of these new meters and then amortizing

15 the cost of the old meters if you don't expect that anyone

16 is going to change their behavior.

17

19 would be a customer that is a large user of on-peak power?

18 that's most likely to refuse a voluntary time-of-use rate

20

21 that I had would be that it's mandatory for all new

22 customers.

23 where customers of a certain size -- and I outline this in

24 my testimony -- customers of a certain size, if you wanted

25 to push them over, and then next year put some more over

3

2 discussed?

4

7 it will be difficult to realize the benefits of

1 of time-of-use rates or even those goals that we just

5

8 time-of-use rates or those goals that we just discussed.

6

9 Would you agree with that?

A.

A.

A.

Q.

Q.

Q.

A.

Sorry •

I'm sorry.

I missed the way the question was.

If customers aren't participating in time-of-use,

I would agree with that, and that actually is one

Okay.

That would be true, but one of the objections

If the company was going to propose a program

Isn't it true that the type of customer

Repeat the question.

xi pa.

Page 1259
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11 opportunity, yes, and Mr. Radigan welcomes the voluntary

10

12 time-of-use class that allows customers to take advantage

13 of the opportunity?

14

15 Voluntary customers are definitely going to benefit.

16 know they will benefit.

19 to pitch in a little bit to what they creating on the

20 system.

17

18 welders who are passing those costs onto other customers

21 going to respectfully decline time of use, and I don't

22 want to give that option.

23

25 voluntary

24 of the services

2 believe that I will offer it, though, just to refresh the

1 data request to Staff from the Company, and I don't

7

3 witness's recollection.

4

5 Mr. Erdwurm, that -- do you recognize that?

8 to that?

9

6

A,

A.

Q.

A.

Q-

Q.

%w46M39§l ¢' >

And is it correct that he states that the

Well, I think the keyword here is take advantage.

Yes, I do.

Okay

BY MS. SCOTT:

Yes, I do.

I would like the customers who have the art

So I think if you ask those customers, there are

I think customers should have to pay for the cost

And do you see the response of Mr. Radigan

So I think it should be mandatory, not

Do you see what I have handed you,

They

Page 472
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Dire ct Te s timony of Fra nk Ra diga n
Docke t No. E.04204A-06-0783
Page 8

cla ss ifica tion. The  ba se  powe r supply cos ts  for e a ch ra te  cla ss  we re  unbundle d firm the

de live ry se rvice  cha rge  e xce pt for the  Lighting Cla ss , It is  impra ctica l to unbundle  powe r

supply from an in-me te red se rvice  cla ss ifica tion. The  ra te s  and bill impacts  a re  shown on

Atta chme nts  P WR-2 a nd FWR-3 re spe ctive ly. The  S ta ff P roof of Re ve nue  is  shown on

Atta chme nt FWR-4.

A.

Q .

A.

Time o f Us e  Rates

Pleas e  addres s  the  is s ue  o f time o f us e  ra tes  ("TOU Rates ").

The  Compa ny is  propos ing to include  TOU ra te s  to provide  a  s tronge r price  s igna l to

cus tome rs  to s hift loa d out of the  critica l pe a k pe riod. Re ducing pe a k me a ns  tha t le s s

powe r will be  ne e de d whe n it is  mos t cos tly, Cons e que ntly, le s s  powe r will ha ve  to be

purcha s e d from  the  s pot m a rke t during pe a k tim e s . This  will re s ult in s a vings  for the

Compa ny a nd its  cus tome rs . TOU cus tome rs  who "sha ve " the  pe a k a nd "fill in" the  off-

peak va lleys reduce  the  average  price  tha t they pay for e lectricity. (Erdwurm, page  17).

The  Compa ny's  propos a l is  to re quire  TOU ra te s  for a ll ne w re s ide ntia l, s ma ll ge ne ra l

se rvice , a nd la rge  ge ne ra l s e rvice  (4000 kw) cus tome rs  a nd a ll ne w a nd e xis ting La rge

POwer Service  customers.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q-

A.

Do  you  ag ree  with  the  Company's  p ropos a l?

No. While  it is  true  tha t TOU ra te s  ca n provide  price  s igna ls  to cus tome rs  to shift loa d,

no t a ll cus tom e rs  ca n  o r will wa n t to  do  tha t. In orde r to ma ke  e conomic s e ns e , a

cus tome r should only shift powe r to off-pe a k pe riods  whe n the  price  diffe re ntia l is  la rge

enough to pay for the  cos t of the  new me te r. In gene ra l, cus tomers  with la rge  ene rgy use

ha ve  the  be s t opportunity to move  e nough powe r to off-pe a k pe riods  to sa ve  mone y a nd

a lso pa y for the  ne w me te r. For e xa mple , for a  me te r with a  cos t of $200 a nd a  ca rrying
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2

6

3

4

7

9

8

5

1

Q- Do Staff and RUCO support UNS Eleetric's mandatory time-of-use proposal?

RUCO supports implementing mandatory TOU for new and moving residential and

smaller commercial customers. Ms. Diaz Cortez noted that UNS Electric needs to start

spending.

s.

Hom "ground zero" because UNS Electric does not currently have TOU rates.

Ma n d a to rv Time -o f-Us e .

10

11

S ta ff witne ss  Mr. Ra diga n - in a nothe r puzzling pos ition - is  a ga ins t ma nda tory TOU ra te s

and questions the  cost e ffectiveness of time-of-use  for these  customers because  of metering

costs .12

13

14 Q-

15

Mr. Radigan - in his Direct Testimony from page 8 line 21 through page 9 line 26 -

discusses how the cost for a new TOU meter outweighs the benefit some customers

16

17

would enjoy with TOU rates. Do you agree?

I do not agree with Mr. Radigan's conclusions, dough he does make a valid point about

K

:I

1 8 the need to consider cost-benefit analyses. He  vie ws  the  is s ue  from a  s hort-run

1 9
I

20

perspective, and reaches a predictable, anti-conservation conclusion. At present, there is  a

pos itive  cos t diffe rentia l be tween a  non-TOU mete r and a  TOU mete r. Mr. Ra diga n

21

22

x

23

24

25

1

f

1

I

i

26

27

A.

A.

corre ctly points  out tha t the  me te r pre mium (he  a ppe a rs  to ha ve  use d the  full me te r cos t

ins te a d of the  diffe re ntia l be twe e n TOU a nd non-TOU.) ca n be  multiplie d by a  ca rrying

cha rge  fa ctor (a ls o known a s  a  fixe d cha rge  ra te  ("FCR") or a  ca pita l re cove ry fa ctor

("CRF")) like  15% to a nnua lize  the  TOU pre mium. S o Cons ide ring only s hort te rm cos ts

a nd be ne fits , it ma y be  difficult for cus tome rs  to s hift e nough e ne rgy from pe a k to fully

jus tify TOU from a  pure  cos t pe rs pe ctive . Mr. Ra diga n's  a na lys is  notwiths ta nding, his

conclus ion is  fla we d be ca use  me te ring is  moving towa rd full time -of-use  functiona lity a nd

i

l

E

E
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1 s pe nding.

2

3 s. Mandatorv Time-of-Use.

4

5 Q-

6

Do Staff and RUCO support UNS Electric's mandatory time-of-use proposal?

RUCO supports implementing mandatory TOU for new and moving residential and

smaller commercial customers. Ms, Diaz Cortez noted that UNS Electric needs to start7

8 80m "ground zero" because UNS Electric does not currently have TOU rates.
,Q

1 .

9

1 0

1 1

S ta ff witness  Mr. Radigan - in anothe r puzzling pos ition - is  aga ins t manda tory TOU ra te s

and questions the  cost effectiveness of time-of-use  for these  customers because  of metering

costs .1 2

1 3

1 4 Q,

1 5

Mr. Radigan - in his Direct Testimony from page 8 line 21 through page 9 line 26 -

discusses how the cost for a new TOU meter outweighs the benefit some customers

1 6 would enjoy with TOU rates. Do you agree?

1 7 A. I do not a gre e  with Mr. Ra diga n's  conclus ions , though he  doe s  ma ke  a  va lid point a bout

1 8 the need to consider cost-benefit analyses. He  vie ws  th e  is s u e  Ho m a  s h o rt-ru n

1 9

20

perspective , and reaches  a  predictable , anti-conse rva tion conclus ion. At present, the re  is  a

pos itive  cos t diffe re ntia l be twe e n a  non-TOU me te r a nd a  TOU me te r. Mr. Ra d iga n
3
I

2 1

22.

23

corre ctly points  out tha t the  me te r pre mium (he  a ppe a rs  to ha ve  use d the  full me te r cos t

ins te a d of the  diffe re ntia l be twe e n TOU a nd non-TOU.) ca n be  multiplie d by a  ca rrying

cha rge  fa ctor (a ls o known a s  a  fe e d cha rge  ra te  ("FCR") or a  ca pita l re cove ry fa ctor
.

.
i

.

3
E
.

I

:
r
.

E

24 ("CRF")) like 15% to annualize the TOU premium. So','Eons idMng only short te rm cos ts

25

26

27

a nd be ne fits , it ma y be  difficult for cus tome rs  to s hift e nough e ne rgy firm pe a k to fully

jus tify TOU from a  pure  cos t pe rs pe ctive . Mr. Ra diga n's  a na lys is  notwiths ta nding, his

conclus ion is  fla we d be ca use  me te ring is  moving towa rd full time -of-use  functiona lity a nd
I!
i
I

;
r

A.

1 2

l
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1

I

1 spe nding.

I 2

5. Ma n d a to ry  Tim e -o f-Us e .

I

3

4

I Q,5

6 A.

7

Do Staff and RUCO support UNS Electric's mandatory time-of-use proposal?

RUCO supports implementing mandatory TOU for new and moving residential and

smaller commercial customers. Ms. Diaz Cortez noted that UNS Electric needs to start

from "ground zero" because UNS Electric does not currently have TOU rates.

Staff witness Mr. Radigan -- in another puzzling position - is against mandatory TOU rates

and questions the cost effectiveness of time-of-use for these customers because of metering

costs.

Q~

8

9

10

11

12

13

14

15

16

17 A.

18

19

20`

I
2 1

22

23

24

25

Mr . Radigan - in his Direct Testimony from page 8 line 21 through page 9 line 26 -

discusses how the cost for a new TOU meter outweighs the benefit some customers

would enjoy with TOU rates. Do you agree?

I do not agree with Mr. Radigan's conclusions, though he does make a valid point about

the need to consider cost-benetit analyses. He views the issue from a short-run

perspective, and reaches a predictable, anti-conservation conclusion. At present, there is a

positive cost differential between a non-TOU meter and a TOU meter. Mr. Radigan

correctly points out that the meter premium (he appears to have used the full meter cost

instead of the differential between TOU and non-TOU.) can be multiplied by a carrying

charge factor (also known as a fixed charge rate ("FCR") or a capital recovery factor

("CRF")) like 15% to annualize the TOU premium. So, considering only short term costs

and benefits, it may be difficult for customers to shift enough energy from peak to filly

justify TOU Igor a pure cost perspective. Mr. Radigan's analysis notwithstanding, his

conclusion is flawed because metering is moving toward full time-of-use functionality and

a

12

1



I
I

communica tions  ca pa bilitie s . P e nde ncy re quire s  Mr. Ra diga n to ta ke  into a ccount the s e

inte rme dia te  te rm te chnology improve me nts . As  the  cos t of s toring inform a ction fa lls

i

3
1

E

The re  will be  no s uch thing a s  a  non-time -of-us e  me te r.

manda tory time-of-use  quickly collapses .

Radigan's argument against

7 Q, So, you still support Mandatory TOU for new and moving residential and Small

commercial customers, or any TOU for smaller residential and small commercial

customers?

10 with  te chnology

withTOU ca pa bilitie s  a nd non-TOU me te rs  will dis a ppe a r for the  s imple  re a son tha t a ll

me te rs  will be  TOU ca pa ble . Non-TOU me te rs  will e ve ntua lly go the  wa y of the  bla ck

5
I
i
3
E
3

and white  te levis ion, they will become  extinct.
4

5

F

E

J
I

8
l

e
1
f

E
l

I
!

8

In the  me a ntime , I do not wa nt to s e gme nt our cus tome rs  into thos e  for which TOU is

ava ilable , and those  we  will not offe r it to. Tha t ce rta inly does  not seem to be  sound policy.

UNS  Ele ctric, a nd UniS ource  Ene rgy's  othe r e le ctric utility, TBP  a re  both trying to e xpa nd

a cce pta nce  of TOU. For the  inte rim pe riod a nd until the  cos t diffe re ntia l dis a ppe a rs , we

mus t be  conte nt tha t the re  ma y be  s ome  cros s  s ubs idie s  a m0118 cus tome rs . But s ome

subs idiza tion a lre a dy e xis ts between cus tome r cla s s e s , s o this  fa ctor s hould not be  a n

impene trable  ba rrie r to implementing TOU ra te s .

I
1
1f.
4

24 Q-

26

Has the Commission previously taken a longer run view with respect to iSsues

involving conservation, demand side management, and renewables?

Yes. Clearly, Decision No. 69127 (November 14, 2006) that approved the Renewable

Energy Standard and Tariff ("RES") Rules is a classic exampl@ of the Commission taldng a

A.

A.

1 3

1

1
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24

23 talk to our -- but it's in the near future.

22

25 time-of-use capable at this point in time?

20 where all of our meters will be TOU capable.

21

19 witnesses have said that we are moving to a situation

18 time-of-use meter, this becomes irrelevant.

17

16

15

14

13 should just ignore the benefit

12

10 This was all based -- this whole discussion here was tied

ll to justifying cost differential in the TOU meter.

7

8 irrelevant?

9

5

4 could you please respond to that?

2

3 beginning on line 6 and going down through line 26?

6 soon be TOU meters .

1

A.

A .

A.

Q.

A.

Q.

Q.

A .

Q.

Q.

A.

Q.

And when will that be?

Well, this is all based on the metering cost.

Okay.

Do you know how many of your meters are

If there is no cost differential on the

I think it's already occurring.

I'm sorry.

Yes.

I did not.

So the benefits to certain customers is

Okay .

Okay .

to certain customers?

It's irrelevant because all meters will

So the benefits, are you saying that we

Could you please look at his analysis

I believe I am here.

We could throw the whole thing out .

I did not say that at all.

I will have to

And our

And

Page 478
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Surrebutta l Testimony of Frank W. Radigan
Docke t No. E-04204A-06-0783
Page 4

1

2

3

4

eventua lly disappear. He  s ta te s  tha t some  cross  subsidiza tion exis ts  a lready so this  factor

should not be  an impenetrable  barrie r to implementing TOU ra tes.

The  Compa ny a dmits  tha t it provide d no cos t jus tifica tion for its  proposa l in its  origina l

ca se  a nd doe s  not provide  a ny in its  re butta l te s timony. Thus , in both the  short a nd long

term, there  is  simply no evidence  tha t mandatory TOU meters a re  costs e ffective .

E.

Q-

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

De ma nd Cha rge s  for La rge  Ge ne ra l S e rvice  a nd La rge  P owe r S e rvice

P le a s e  dis cus s  the  Com pa ny's  propos e d de m a nd cha rge s  for La rge  Ge ne ra l S e rvice

a nd La rge  P owe r S e rvice .

In  h is  Re butta l Te s tim ony Com pa ny witne s s  Erdwurm  s ta te s  tha t the  d iffe re ntia l in

de m a nd cha rge  for s e rvice s  ove r 69 kW a nd unde r 69 kV is  too high.  Mr.  Erdwurm

a dmits  tha t he  ha s  no s tudy to de te rmine  a  more  e xa ct diffe re ntia l but he  note s  tha t the

diffe re ntia l for s imila r s e rvice  a t Arizona  P ublic S e rvice  Compa ny is  a lmos t ha lf of the

one  tha t exists  he re . Mr. Erdwurm recognizes tha t though he  was unable  to provide  results

from a  spe cific s tudy, he  a sks  tha t S ta ff re cons ide r its  pos ition ba se d on the  informa tion

given about Arizona  Public Service  (Erdwurm Rebutta l, page  14) .

Elimina ting a  la rge  diffe rentia l for s imila r se rvice  is  a  noble  goa l but using the  cost figures

for a nothe r utility whose  ra te  s tructure  is  not be ing e xa mine d in this  ca se  is  not prope r

jus tifica tion. UNS  tra nsmits  powe r a t 115 kV a nd 69 kg. On the  UNS  sys te m the re  is  a

va rie ty of 69 kV subs ta tions  tra ns forming powe r down to a  va rie ty of diffe re nt volta ge s .

Without a  s tudy, one  cannot de te rmine  which of these  lower voltages  the  ma jority of la rge

comme rcia l cus tome rs  a re  ta king powe r from or wha t the  cos t diffe re ntia l might be . For

example , a  la rge  commercia l cus tomer could take  se rvice  from a  13.8 kV line  and should

pay for not only the  transforma tion of power but for the  dis tribution of power across  many
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1 Q- Are TOU rates also well established at other Arizona electric utilities?

2 Ye s . Arizona  Public Se rvice  Compa ny cLuTe ntly ha s  ove r 40% of its  re s ide ntia l loa d on

3 TOU. S a lt Rive r P roje ct a lso ha s  a n e xte ns ive  a nd we ll-e s ta blishe d TOU progra m. The

4

5

6

P ublic Utility Re gula tory P olicy Act ("P URP A"), which s upporte d cons ide ra tion of TOU,

was  passed in 1978, a lmost thirty yea rs  ago. TOU is  an important program tha t should not

be  placed on hold.

7

8 Q~

9

Mr. Radigan claims - in his Surrebuttal Testimony on page 4 at lines 4 through 6 --

that there is no cost justification for the proposed TOU rates. Do you agree?

10 No. The  proposed increase  in the  re la tive  price  of peak ene rgy should - othe r things  be ing

11

1 2

constant cause  a  shift in consumption away from peak ene rgy and toward off-peak and

shoulde r ene rgy. Tha t reduces  ene rgy cos ts . Assuming tha t peak demand does not s pike ,

13

1 4

the  a ve ra ge  cos t of providing e ne rgy will fa ll. Cos t re ductions  be ne fit cus tome rs . This

supports  immedia te  manda tory TOU implementa tion.

15

16 111. P O WE R S UP P LY ALLO CATIO N.

1 7

18 Q, Do differences still exist between you and Mr. Radigan of Staff on Power Supply

19 Alloc a tion?

20 A.

21

22

Yes. Mr. Radigan's  pre fe rence  is  to a lloca te  purchased power cos ts  on a  100% volumetric

(kph) ba s is . I pre fe r to s plit the  a lloca tion of purcha s e  powe r be twe e n volume tric (kph)

a nd the  a ve ra ge  a nd pe a ks  me thod. I provide d de ta il of th is  me thod in  my Re butta l

23 Mr. Ra diga n  ba s e s  h is  me thod on  the  s imple  fa ct tha t the  curre n t fu ll

24

25 colle cte d from UNS  Ele ctric by a  s ingle , kWh-ba s e d cha rge .

Te s timony.

requirements  power supply contract with P innacle  Wes t Capita l Corpora tion ("PWCC") is

This  ove rly s implis tic

26

27

a rgument is  flawed, because  had UNS Electric exhibited a  much lower sys tem load factor

a t the  time  of the  price  ne gotia tion, P inna cle  We s t mos t like ly would ha ve  re quire d a

A.

A.

3
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A.

Inclining Block Rate Structure

Please discuss the Company's proposal for an inclining block rate structure for the

residential and small generalservice customers.

The Company is proposing the introduction of an inverted (or inclining) block structure

aimed at encouraging conservation. Residential and small general service customers

would now be able to purchase their first 400 kph per month at a one-cent per kph

discount relative to the second block of consumption (over 400 kph per month). The

Company states that this rate structure would reward customers who are able to conserve

for their efforts to conserve electricity. (Erdwurm, page 19).

I a gre e  with this  re com m e nda tion in principle  to give  cus tom e rs  s om e  price  s igna l to

re flect tha t the  more  they use , the  more  it cos ts  to se rve . However, the  introduction of the

inclining block ra te s  a t this  time  wa s  impra ctica l give n the  re la tive ly sma ll re comme nde d

ra te  increase  and the  increases in the  customer charge . For instance , for the  Small Genera l

S e rvice  cla s s  a lmos t a ll of the  re comme nde d ra te  incre a se  wa s  re cove re d through the

incre a se  in the  cus tome r cha rge . To im ple m e nt a n  inc lin ing block ra te  s truc ture ,  in

addition to the  increases in customer charges, would have  resulted in a  wide  varie ty of ra te

im pa c ts ,  with  s om e  cus tom e rs  re ce iv ing  de c re a s e s  a nd  s om e  cus tom e rs  re ce iv ing

incre a se s , tha t could le a d to unne ce ssa ry cus tome r confus ion. Thus , while  imple me nting

inclining block ra te s  in the  curre nt ca se  doe s  not a ppe a r to be  de s ira ble  for the  pra ctica l

conside ra tions  described above , I would recommend tha t an inclining block ra te  design be

re-eva lua ted in the  context of the  Company's  next ra te  case .
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2 Q

Inclining Block Ra te  S tructure

P le a se  discuss  the  Compa ny's  proposa l for a n inclining block ra te  s tructure  for the

residentia l and small genera l se rvice  customers

The  Company is  proposing the  introduction of an inverted (or inclining) block s tructure

aimed a t encouraging conservation. Residentia l and small genera l se rvice  customers

would now be  a ble  to purcha se  the ir firs t 400 kph pe r month a t a  one -ce nt pe r kph

discount re la tive  to the  second block of consumption (ove r 400 kph pe r month). The

Company states that this rate structure would reward customers who are able to conserve

for their efforts to conserve electricity. (Erdwurm, page 19)

I a gre e  with this  re comme nda tion in principle  to give customers  some price  s igna l to

reflect that the more they use, the more it costs to serve. However, the introduction of the

inclining block ra tes a t this  time was impractical given the  re la tively small recommended

rate increase and the increases in the customer charge. For instance, for the Small General

Service  class  a lmost a ll of the  recommended ra te  increase  was recovered through the

increase  in the  customer charge . To imple me nt a n inclining block ra te  s tructure , in

addition to the increases in customer charges, would have resulted in a wide variety of rate

impa cts , with some  cus tome rs  re ce iving de cre a se s  a nd some  cus tome rs  re ce iving

increases, that could lead to unnecessary customer confusion. Thus, while implementing

inclining block ra tes in the  current case  does not appear to be  desirable  for the  practical

considerations described above, I would recommend that an inclining block rate design be

re-evaluated in the context of the Company's next rate case



267



At z

Date :

Filed:

Prepared for:

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

BEFORE THE ARIZONA CORPORATION COMMISSION

September 21,

Phoenix, Arizona

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME VI I
(Pages 1152 through 1351)

2007

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E • BALMER
Certified Reporter

Certificate No. 50489

)
)
)
)
)
)
)
)
)
)
)
)

DOCKET NO:
E-04204A-06-0783

Page 1152

i
g
9

is

J

4
8
Q

8

3%

3

*.>

A?



10 rate increase?

12 policy that, you know, we want to change certain behavior.

11

13 For instance, you wanted to avoid the next generation

14 plant, and so you want to put all of the rates onto the

16 very large customer education campaign to try and avoid

15 summer peak period, and you want -- you know, if you had a

17 that next power plant, or the next two power plants -- I'm

18 sure there's going to be one after Black Mountain -- if

20 we're going to change all of the rate design and we want

19 you wanted to try and educate customers on that and say,

21 you to pay a lot more attention to when you're using power

22 so we don't have to buy that power plant, I think that

23 would be perfectly acceptable .

24

25 customers -- what class of customers would be receiving

2 customers that when the company overall is getting a rate

3 increase, they see a rate decrease in their bill without,

7 would you think that it could be possible for the company

5 we're making a major change for, you know, X-Y-Z reasons.

4 you know, a very large customer education campaign of

6

8 to explain why some customers might be getting a rate

9 decrease even though the company is getting an overall

A.

A.

Q.

Q.

Okay .

I just think it's a bad price signal to tell some

Yes, if it was something where it was a public

Could you just give me a summary of which

But in the notification of the new rates,

Page 1267

3*4
8

8
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balanced with the  ra temaking principle  tha t those  who cause  costs  should pay a  reasonable

sha re  of those  cos ts . The  Compa ny s ta te s  tha t it se e ks  to s trike  this  ba la nce  through its

inverted block ra te  design and its  proposed customer charges. The  Company sta tes tha t its

proposed changes  to the  cus tomer cha rges  re sult in increa se s  of no more  than $2.00 pe r

month. (Erdwunn, pa ge  22).

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

1 9

20

21

22

23

24

25

While  the  CCOS S  pre se nte d by the  Compa ny doe s  jus tify the  incre a se  in the  cus tome r

cha rge  propos e d for mos t s e rvice  cla s s ifica tions , it s hould a ls o be  note d tha t a  la rge

portion of the  cos ts  a lloca te d to the  cus tome r compone nt is  for line  tra ns forme rs . The

1992 NARUC Ele ctric Utility Cos t Alloca tion Ma nua l re cognize s  tha t the re  a re  va rious

wa ys  to a lloca te  the  dis tribution cos ts  be twe e n a  de ma nd compone nt a nd a  cus tome r

compone nt a nd it be lie ve s  tha t the  mos t a ccura te  me thod is  the  us e  of the  minimum

inte rce pt me thod. Unde r this  me thod, a  re gre ss ion ca lcula tion is  pe rforme d to de te rmine

the  a mount of e quipme nt ne ce s s a ry to jus t s upply s e rvice  to a  cus tome r tha t us e s  no

powe r. The  ze ro inte rce pt give s  the  pe rce nt bre a kdown of cos ts  tha t should be  cla ss ifie d

a s  cus tome r cos ts . This  m e thod  would  not a s s ign  a ll line  tra ns fonne r cos ts  to  the

cus tomer component and would tend to reduce  the  amounts  ca lcula ted by the  Company.

Tha t sa id, the  minimum inte rce pt me thod a lso a pplie s  to othe r e quipme nt such a s  pole s

a nd se rvice s . Unde r the  Compa ny's  me thod, pole s  a re  not a  cus tome r compone nt a nd if

included would tend to increase  the  costs  ca lcula ted by the  Company. These  e ffects  might

offse t e a ch othe r, but it is  not known. I re comme nd tha t the  Compa ny be  dire cte d to use

both me thods  in its  ne xt cos t of s e rvice  s tudy so a s  to de te rmine  the  diffe re nce . In the

meantime , I re commend us ing the  cus tomer component ca lcula tions  a s  pre sented by the

Compa ny.
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1 The remaining

2

testimony, and will not repeat those positions here.

proposed modifications are addressed below.

3

4 Do you agree with the elimination of separate rates for Mohave and Santa

Cruz Counties?5

6 Yes. Under UNS Electric's new ownership, these systems are operated

7 as one entity for which there is one cost of service. Thus, there is no

8 reason for a disparity as there was under Citizens operation and

9 ownership.

10

11

to

Do you agree that a portion of the current commodity charge should be

shifted to the faxed monthly minimum?

13 No. The Company has presented no evidence supporting such a shift in

14

15

16

revenue recovery, and RUCO believes the strong price signal that the

current rates send regarding consumption should be continued.

Accordingly, RUCO's recommended rate design maintains the current

fixed/variable rate ratio.17

18

19

20 Yes.

21

22

Do you agree with the proposed inverted tier structure?

Currently residential customers pay a flat commodity rate,

regardless of the level of consumption. The proposed inverted tier

structure sends a stronger price signal by charging a higher cost for

A.

Q.

A.

Q.

A.

Q.

3
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1

2

3

4

5

6

7

8

9

1 0

non-TOU pricing pla ns . The  firs t fe a ture  of non-TOU re s ide ntia l a nd sma ll comme rcia l

ra te  de s ign is  the  introduction of a n inve rte d block s tructure  a ime d a t e ncoura ging

conserva tion. Re s ide ntia l a nd s ma ll ge ne ra l s e rvice  cus tome rs  will now be  a ble  to

purcha s e  the ir firs t 400 kph pe r month a t a  one -ce nt pe r kph dis count re la tive  to

se cond block consumption (ove r 400 kph pe r month). This  a llows  cus tomers  who a re

a ble  to cons e rve  to be  re wa rde d for the ir e fforts  to cons e rve  e le ctricity. Like  th e

Company's  TOU and demand s ide  management proposa ls , the  inve rted block s tructure

is  a imed a t defensing capacity additions , reducing peak demand, and keeping costs  low.

The  second change  in res identia l and small genera l se rvice  ra te  design is  the  e limina tion

of separate  ra tes for Mohave and Santa  Cruz Counties.

11

1 2 5. Eliminate Separate Rates For Mohave And Santa Cruz Counties.

13

1 4

1 5

Q- Why are you proposing to eliminate separate rates for Mohave and Santa Cruz

Counties, and instead design system-wide rates applicable to both counties?

1 6

1 7

1 8

1 9

Ra te s  tha t diffe r a cros s  a  s e rvice  a re a  a re  s ome time s  the  re s ult of a  prior me rge r of

utility sys tems. Sepa ra te  ra te  s tructure s  initia lly may he lp avoid "ra te  shock" a ssocia ted

with a n imme dia te  move me nt to s ys te m-wide  ra te s . Howeve r, the se  sepa ra te  ra te s

should be  transitional, not permanent.

20

2 1 Q: What is the most significant difference in the separate rates that are being

22 e limina ted?

23

24

Curre ntly, kph cha rge s  for Re s ide ntia l a nd S ma ll Ge ne ra l S e rvice  for Moha ve  County

a re  lowe r tha n the  S a nta  Cruz County kph cha rge s . Unde r the  Compa ny's  propose d

ra tes , Mohave  County customers  will therefore  see  a  la rger percentage  increase  in ra tes

than Santa Cruz customers.

25

26

27

A.

20
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1

2

3

4

E.

Q.

A.

5

6

Elimin a tio n  o f Sep ara te  Ra tes  fo r Mo h ave  an d  San ta  Cru z

P leas e  d is cu s s  th e  Co mp an y's  p ro p o s a l to  e limin a te  s ep a ra te  ra te s  fo r Mo h ave  an d

San ta  Cru z Co u n ties .

As noted in the  testimony of Company Witness  Erdwurm, ra tes  tha t diffe r across  a  se rvice

area  a re  sometimes the  result of a  prior merger of utility systems. Separa te  ra te  s tructures

initia lly may he lp avoid "ra te  shock" a ssocia ted with an immedia te  movement to sys tem-

wide  ra te s . Mr. Erdwurm sugge s ts  tha t the se  se pa ra te  ra te s  should be  tra ns itiona l, not

pe rmanent. (Erdwurm, page  20).

7

8

9

10

11

12

13

14

15

16

17

18

19

20

curre n t a bs o lu te  do lla r d iffe re n tia l in  the  cus tom e r's  b ills  s m a ll,

21

22

23

24

25

26

While  Mr. Erdwurm is  corre ct tha t the  ra te s  should be  tra ns itiona l s ince  the  Compa ny is

now ope ra ting a nd s upplying s e rvice  a s  a  s ingle  e ntity, "ra te  s hock" s hould ne ve r be

ignore d but te mpe re d a ga ins t the  goa l of uniform ra te s . In this  ca s e , the re  e xis ts  a

diffe re ntia l in the  e ne rgy cha rge  of a pproxima te ly 0.44 ce nts  pe r kph in the  e ne rgy ra te s

for the  Res identia l and S ma ll Gene ra l S e rvice  Cla ss ifica tions  with Mohave  County be ing

the  le ss  e xpe ns ive . For a  cus tome r us ing 400 kph pe r month in S a nta  Cruz County, the

bill is  $45.52 a nd for a  cus tom e r in  Moha ve  County the  m onth  b ill is  $43.76.  For a

cus tom e r us ing 1,000 kph pe r m onth, the  m onthly bill for a  cus tom e r in  S a nta  Cruz

County is  $104.05 pe r month a nd $99.65 pe r month in Moha ve  County. Give n tha t the

tha t cos ts  for the

Compa ny a s  a  whole  a re  incre a s ing a nd the  re la tive ly sma ll ove ra ll ra te  incre a se  be ing

recommended, it is  my position tha t a  comple te  e limina tion of the  diffe rentia l not be  made

a t this  time . Ra the r, a fte r increas ing the  customer cha rge  applicable  to cus tomers  in both

countie s  a s  de scribe d a bove  in orde r to give  the  price  s igna l to cus tome rs  tha t cos ts  a re

incre a s ing, my propose d ra te  de s ign the n le ft e ne rgy ra te s  for S a nta  Cruz cus tome rs  a t

the ir current leve ls  and recove red the  rema ining ra te  increa se  from the  ene rgy cha rge  of

the  Moha ve  County cus tome rs . This  re comme nda tion a voids  de cre a s ing the  pe r-kWh
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2 Q

Elimination of Separate Rates for Mohave and Santa Cruz

Please discuss the Company's proposal to eliminate separate rates for Mohave and

Santa Cruz Counties

As noted in the testimony of Company Witness Erdwurm, rates that differ across a service

area are sometimes the result of a prior merger of utility systems. Separate ratestructures

initially may help avoid "rate shook" associated with an immediate movement to system

wide rates. Mr. Erdwunn suggests that these separate rates should be transitional, not

permanent. (Erdwunn, page 20)

While  Mr. Erdwurm is  corre ct tha t the  ra te s  should be  tra ns itiona l s ince  the  Compa ny is

now ope ra ting a nd s upplying s e rvice  a s  a  s ingle  e ntity, "ra te  s hock" s hould ne ve r be

ignore d but te m pe re d a ga ins t the  goa l of uniform  ra te s . In this  ca s e , the re  e xis ts  a

diffe re ntia l in the  e ne rgy cha rge  of a pproxima te ly 0.44 ce nts  pe r kph in the  e ne rgy ra te s

for the  Res identia l and S ma ll Gene ra l S e rvice  Cla ss ifica tions  with Mohave  County be ing

the  le ss  e xpe ns ive . For a  cus tome r us ing 400 kph pe r month in S a nta  Cruz County, the

bill is  $45.52 a nd for a  cus tom e r in  Moha ve  County the  m onth  b ill is  $43.76.  For a

cus tom e r us ing 1,000 kph pe r m onth, the  m onthly bill for a  cus tom e r in  S a nta  Cruz

County is  $104.05 pe r month a nd $99.65 pe r month in Moha ve  County. Give n tha t the

curre nt a bs olute  dolla r d iffe re ntia l in  the  cus tom e r's  b ill is  S m a ll.  tha t cos ts  for the

Compa ny a s  a  whole  a re  incre a s ing a nd the  re la tive ly sma ll ove ra ll ra te  incre a se  be ing

recommended, it is  my position tha t a  comple te  e limina tion of the  diffe rentia l not be  made

a t this  time . Ra the r, a lte r increas ing the  cus tomer cha rge  applicable  to cus tomers  in both

countie s  a s  de scribe d a bove  in orde r to give  the  price  s igna l to cus tome rs  tha t cos ts  a re

incre a s ing, my propose d ra te  de s ign the n le ft e ne rgy ra te s  for S a nta  Cruz cus tome rs  a t

the ir current leve ls  and recove red the  rema ining ra te  increa se  from the  ene rgy cha rge  of

the  Moha ve  County cus tome rs . This  re comme nda tion a voids  de cre a s ing the  pe r-kWh
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1 re s ide ntia l cus tome rs  in  the s e  two countie s , whe n the

2 rates are combined, using your original proposal that 4.4

3  or minus  0 .8  a re  no t s ign ifica n t ra te  cha nge s ?

4 A . I th ink we  s hould move  a he a d with  it . I d o n ' t

5 s e e  a  proble m with thos e .

6 Q. Okay . Fo r re s ide n tia l?

7 A. Th a t' s  rig h t.

8 Q. Now, for s ma ll bus ine s s , one  is  incre a s ing  18 .5

9 pe rce nt. The  othe r one  is  s hown to de cre a s e  17.2 pe rce nt.

10 Doe s  tha t a ppe a r to  be  a  s ign ifica n t d iffe re nce

ll between the two counties?

12 A. We ll, e ve rybody would be  diffe re nt on wha t

1 3  s ig n ific a n t is .

14 He re  is  whe re  my ta ke  is  on  it. Santa Cruz

15 cus tome rs  ha ve  be e n pa ying wa y too much too long, a nd to

16  con tinue  tha t ine qu ity is  wrong .

17 And Moha ve  cus tome rs  ha ve  be e n pa ying too little ,

18  a nd ma ny time s  in  the  e ne rgy cos ts  we  ha ve  s e e n -- th is  is

19 not ideally what we like to see generated -- but we have
g;
'ii

20 s e e n e ne rgy cos ts  cha nge  by 10, 20 pe rce nt S o  th is  is

2 1  n o t o u t o f lin e
3

22 An d  if I h a d to ma ke  a  choice  be twe e n ma inta ining

23  the  ine qu ity o r s o lving  the  p rob le m, I choos e  to  s o lve  the

24 proble m a nd combine  the s e  ra te s  a nd le t thos e  occur.

25 Q Thank you very much I a m s ure  e ve rybody in
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1

2

long-te rm view a t promoting renewable s , even when not economica l in the  short-te rm. We

propos e  tha t the  s a me  type  of longe r-te rm vie w a pply to impla nta tion of the  Compa ny's

TOU proposa ls .3

4
6. Large Power Service Demand Charges - Less Than 69 kg.

Q. In your Direct Testimony, why did you propose a lower demand charge for large

commercial and industrial service less than 69 kg?

A. The  diffe re ntia l in de ma nd cha rge s  for s e rvice  ove r 69 kV a nd unde r 69 kV is  too high. I

ha ve  done  no s tudy to de te rmine  a  more  e xa ct diffe re ntia l for UNS  Ele ctric, howe ve r, for

Arizona  Public Se rvice  Company, an ana logous  diffe rentia l is  a round $4.72 pe r kW-month

(s e e  AP S ' E-34, pa ge  l of 4, de live ry cha rge  diffe re ntia l s e conda ry to tra ns mis s ion), a s

opposed to the  la rge  $8.65 ($24.75-$16.10) pe r kW month diffe rentia l tha t currently exis ts

for UNS  Ele ctric . The  diffe re ntia l re pre s e nts  the  cos t for the  Compa ny to provide  the

transforma tion se rvices  to reduce  voltage  leve ls . While  I do not know, absent a  s tudy, how

the  APS cos t of transformation compares  to the  UNS Electric cos t of transformation, I have

no re a s on to be lie ve  it would va ry by more  tha n 50%. Eve n incre a s ing AP S ' $4.72 pe r

kW-month by 50% would support a  diffe rentia l of no more  than $7.08.

Q. Mr. Radigan for Staff opposes your proposal for a lower demand charge for large

commercial and industrial service less than 69 kg. Please discuss.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Mr. Ra diga n's  conce rns  a re  unde rs ta nda ble . Eve n though I wa s  una ble  to provide  re sults

from a  s pe cific  s tudy in  re s pons e  to  Mr. Ra diga n 's  da ta  re que s ts , I hope  tha t S ta ff

re cons ide rs  its  pos ition  in  light of my a ns we r a bove . Give n  the  s ize  of the  curre n t

diffe re ntia l, the  ra te  de s ign cha nge  would proba bly ne e d to be  a ccomplis he d ove r two

ca s e s . The  $8.65 diffe re ntia l could be  na rrowe d to $7.00 now, which would s till provide

an opportunity for a  re finement based a  specific s tudy in a  future  case .

A.

14
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Q. Is there a practical reason to lower the demand charge for customers less than 69 kg?

A ; Ye s . The  curre nt de s ign impos e s  s ignifica nt cos ts  on low-loa d fa c tor cus tome rs . The re  is

no cos t-jus tifica tion for this .

7. Combining Santa Cruz and Mohave Rates.

Q. Have Staff` and RUCO supported the Company's proposal to combine the Santa

Cruz andMohave rates?

RUCO a nd  Ms . Dia z Corte z s upport the  Compa ny's  propos a l to combine  ra te s  in this  ca s e .

Unfortuna te ly, S ta ff a nd Mr. Ra d iga n  ba lk a t imple me nting  a  be ne fic ia l p ropos a l. Mr .

Ra diga n oppos e s  cons olida tion he re , but s upports  it in ge ne ra l, which ma ke s  little  s e ns e . It

is  a nothe r puzzling pos ition in a  s e rie s  of puzzling pos itions  S ta ff a nd Mr. Ra diga n ta ke  in

this  ca s e . Mr. Ra diga n's  hype rs e ns itivity to cha nge  runs  counte r to the  public  inte re s t - a nd

is  pa rticula rly odd be ca us e  Mr. Ra diga n ha s  a lre a dy conce de d tha t the  ove ra ll incre a s e  is

re la tive ly s ma ll. This  is  the  opportune  time  to  imple me nt UNS  Ele c tric 's  propos a l, which

provide s  a  d is tinc t be ne fit to  S a nta  Cruz County cus tome rs  with  little , if a ny, notice a ble

impa c t to  Moha ve  County cus tome rs . Ma in ta in ing  the  s ta tus  quo  is  c e rta in ly no t in  the

public inte re s t, s ince  it pe rpe tra te s  a n ine quity tha t could e a s ily be  e limina te d.

8. Cares and Medical Cares.

Q- Do you wish to expand your proposals for the CARES program?

1

2

3

4

5

6

7

8

9 A .

10

13

14

15

16

17

18

1 9

20

2 1

2 2

2 3

24

25

26

27

A. Yes. Currently, CARES and Medical CARES are offered as separate programs. In my

Direct Testimony, I proposed simplifying the programs such that no distinction would be

made between CARES and Medical CARES. The Company has reconsidered this

position, and concluded that customers with medical needs should receive a somewhat

larger discount. The small incremental administrative effort to provide the separate

15
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Compa ny propose d tha t the  de ma nd cha rge  for LP S  le ss  tha n 69 kV be  de cre a se d from

$24.75 pe r kW/m onth to $21.53 pe r kW/m onth. Give n the  la ck of jus tifica tion on the

Compa ny's  pa rt, I re comme nd no re a lignme nt of the  de ma nd cha rge  diffe re ntia ls  a t this

time .

I.

Q-

A

CARES Discount

Please discuss the Company's proposal for the CARES discount.

This program allows qualified low income customers to receive discounts. Specifically,

the current program provides declining percentage discounts for participating customers,

with a f lat $8.00 discount for usage over certain thresholds (1,000 kph for CARES

customers and 2,000 kph for Medical CARES customers), The Direct testimony of Staff

Witness Julie McNeely-Kirwan recommends that the Company's proposal to change the

structure of the CARES discount be rejected and the current discount structure be retained.

Retaining the current discount method results in an immediate loss of revenue to the

Company on the Staff recommended revenue requirement. The lost revenue is less than

$11,000 and is recovered through the rates of all other customer classes. Recovery of

CARES lost revenue is reflected in Staffs Proof of Revenue.

J .

Q .

Threshold for Large General Service

Please comment on the Company's proposal to increase the threshold that causes

Small General Service customers to be moved to Large General Service.

I

2

3

4

5

6

7

8

9

10
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16

17

18

19
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24
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26

A. As explained by Company Witness Erdwurm, Small General Service customers are

automatically switched to Large General Service if their usage exceeds 5,000 kph per

month for two consecutive months. When this is done, these customers often end up

paying substantially more under the LGS rate, even though the costs to serve them do not

rise significantly. Changing the threshold to 7,500 kph per month will help avoid these
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long-te rm view a t promoting renewable s , even when not economica l in the  short-te rm. We

propos e  tha t the  s a me  type  of longe r-te rm vie w a pply to impla nta tion of the  Compa ny's

TOU proposa ls .

6. Large Power Service Demand Charges - Less Than 69 kg.

In your Direct Testimony, why did you propose a lower demand charge for large

commercial and industrial service less than 69 kg?

The differential in demand charges for service over 69 kV and under 69 kV is too high. I

have done no study to determine a more exact differential for UNS Electric, however, for

Arizona Public Service Company, an analogous differential is around $4.72 per kW-month

(see APS' E~34, page 1 of 4, delivery charge differential secondary to transmission), as

opposed to the large $8.65 ($24.75-$16.10) per kW month differential that currently exists

for UNS Electric. The differential represents the cost for the Company to provide the

transformation services to reduce voltage levels. While I do not know, absent a study, how

the APS cost of transformation compares to the UNS Electric cost of transformation, I have

no reason to believe it would vary by more than 50%. Even increasing APS' $4.72 per

kW-month by 50% would support a differential of no more than $7.08.

Mr. Radigan for Staff opposes your proposal for a lower demand charge for large

commercial and industrial service less than 69 kg. Please discuss.

1

2

3

4

5

6 Q .

7

8 A.

9

10

11

12

13

14
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16

17
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19 Q.

20

21

22

23

24

25

26

27

A. Mr. Radigan's concerns are understandable. Even though I was unable to provide results

from a specific study in response to Mr. Radigan's data requests, I hope that Staff

reconsiders its position in light of my answer above. Given the size of the current

differential, the rate design change would probably need to be accomplished over two

cases. The $8.65 differential could be narrowed to $7.00 now, which would still provide

an opportunity for a refinement based a specific study in a future case.

1 4
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Q. What impact, if any, will the proposed change have on customers participating in

the CARES Pricing plan program?

A. The proposed change creates more savings for eligible customers. The existing

program generated $532,000 in savings, whereas the new program expands the

expected benefits to almost $585,000, a 10% increase.

13. Proposed Revenue Increases Bv Class.

Please list the proposed revenue increases by class.

These increases are:

Residential: 4.56%

Small General Service: 6.64%

Large General Service: 6.44%

Large Power Service: 5.94%

Interruptible Power Service: 6.32%

14. DSM Cost Recover.

How will UNS Electric recover the costs of the DSM programs?
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20 A.
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UNS Electric proposes to recover its costs associated with DSM Mouth a single line

item charge. DSM costs will be excluded from base rates and will be recovered solely

through this charge. UNS Electric recognizes that this proposal is different than other

DSM recovery mechanisms approved by the Commission, where DSM costs are

recovered through both base rates and through a separate adjustor mechanism. The

Company believes that having one charge for DSM provides customers a simpler and

clearer indicator of program costs.

25
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t

2

3

4

5

6

7

8

Are you recommending any exceptions to the mandatory TOU rates?

Yes, but  only in l im i ted ci rcumstances. At  the t im e a new custom er

requests serv ice, UNS Electric's customer serv ice representatives would

be required to pose a series of  questions to the customer to determine i f

the customer had special  ci rcumstances that would resul t  in TOU rates

creat ing a hardship. Ex am ples of  hardship would i nc lude persons

dependent  on l i f e suppor t  equipment ,  or  other  handicaps that  would

prev ent  the customer f rom shi f t ing load. Also the customer serv ice

9

10

representat iv es should determine i f  the new customer is low-income,

thereby  qua l i f y i ng f or  t he CARES TOU ra tes,  and adv i se qua l i f i ed

11

12

13

14

customers of  the availabi l i ty of  that rate. Lastly, al l  customers should be

fully adv ised of how the TOU rates work and how they can maximize their

sav ings on TOU rates. Upon connection, the same information should be

provided in written format.

15

16 Does RUCO support  the Company's proposed changes to the CARES

17 discount?

18

19

20

Yes. Currently, the CARES discount is appl ied to customers' volumetric

charges on a declining basis. The f irst 300 kph is discounted at 30%, the

nex t  300 kph at  20%,  and the nex t  400 kph at  10%. The discount is

i t

22

23

capped at $8.00 for usage over 1000 kph. Under this rate structure, only

the largest users receive the maximum benefits from the CARES discount.

UNS Electric's proposed CARES discount, however, is a fiat discount of

I

A.

Q.

A.

Q.

5



Additional Direct Testimony of Marylee Diaz Cortez
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1

2

$8.00 per bill, which would allow even the lowest users to receive the

maximum benefit of the discount.

3

4 RENEWABLE ENERGY STANDARD AND TARIFF (REST)

5 Q.

A.6

7

Has the Company proposed a new tariff to comply with the REST rules?

No. The new REST rules were only recently certified by the Attorney

General, and thus were not effective at the time UNS Electric filed the

8 instant rate application.

9

10 Q.

A,11

12

13

14

15

16

17

Does the Company currently have a renewables tariff?

Yes. The Company currently has in place an Environmentally Friendly

Portfolio Surcharge (EFPS) that was put in place August 11, 2003

pursuant to R-14-2-1618, the Environmental Portfolio Standard. Since this

rule is now outdated by the REST rule, RUCO would expect that the

Company in rebuttal testimony would propose a new tariff that would

comport with the recently confirmed REST rules, and at that time RUCO

will respond.

to

19 Q.

A.

Does this conclude your additional direct testimony?

20 Yes.

21

22

23

6
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1 small number of Medicd CARES customers would be eligible for percentage discounts up

2 to 2,000 kph.

3

4 Q-

5

6

Does UNS propose to change the CARES program discount?

Yes. Under the UNS Electric proposal, the declining tiered percentage discounts would be

eliminated, As stated elsewhere in this testimony, UNS proposes a flat monthly CARES

discount of $8.00 on all bills that total $8.00 or more. CARES customers with bills

8

9

10

totaling less than $8.00 would receive lower discounts, those discounts would equal the

amount of the bills. (UNS states that fewer than 2.51 percent of CARES bills total less

than $8.00) (Bentley Erdwunn, p.24, UNS Response to STF 5.5, Schedule H-5, p. 2 of 7)

11

12 Q~ Do the proposed CARES and Medical CARES discounts promote conservation as

well as the current discounts?18

14 No. A fla t dis count a pplie d to a ll bills , re ga rdle s s  of usa ge , doe s  not provide  the  s a me

15

16

17

18

19

20

.incentive to conserve as the current declining tiered percentage discount. The current

discount provides the highest percentage discount for the lowest usage rates, and provides

progressively lower discounts for progressively higher usage rates. Under a Hat discount,

customers would receive the same discount, without regard to their energy consumption.

(The one exception tithe flat rate is that customers with kph. charges amounting to less

dram $8.00 would receive discounts equal to those lower amounts.) ,

21

22 Q- What would be the impact on customer bills of the discount changes proposed by

23 UNS  Ele c tric ?

24

25

The below tables provide bill impacts, based on current UNS Electric rates, for CARES

and Medical CARES customers with average usage, the tables cover both Mohave and

26

.7

A.

A.

Santa Cruz County.
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11 re a s on initia lly.

10 our customers •

13 I'm sure you know that .

12 to predatory loan companies.

14

15 to  do tha t, but you a ls o ca n s e e  the  s e ns itivity of the

17

16 issue?

18 just saying that we have attempted to have other pay

20 reca ll years  ago dea ling with Safeway and Firs t Inte rs ta te

19 stations that were convenient for customers .

21 Bank,

22 another,

23 longer.

25 payments .

24 than eight hour a day location where customers could make

2

3 away from these pay stations .

7 tha t a long.

5

1

4 Nogales stations are closed and have been for some time.

8 though,

6

9 out-of-business office locations for the convenience of

A.

Q.

A.

Q.

Q.

A.

for instance,

is we're working with another company to provide

Can you give me the status of the effort?

How often do you update your website?

I can tell you that we're doing our best to go

Well,

I can't address that, but we'll be glad to pass

I'm not sugges ting tha t that's exactly your goa l

they decided they didn't want to do tha t any

So the intent was just to provide another more

I mean,

I certainly recognize the sensit ivity.

And this ,

I mean, we didn't try to send customers

a s a n e xa mple .

it's  a  good ca tch.

fra nkly, wa s  s e t up for tha t

Tha t wasn't the  intent, and

In fact,

For one reason o r

I be lieve  now the

The  e ffort,

I me a n, I

Page 517
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1

2

UNS  Ele ctric a gre e d tha t its  TOU pricing pla ns  will not be  cons ide re d DS M, nor

will the se  pricing plans  be  funded with DSM dolla rs .

3

4 Q- What changes  is  UNS Elec tric  propos ing?

5 In a ddition to the  DS M progra ms  file d in Mr. Fe rry's  Dire ct Te s timony, UNS  Ele ctric

6 propos e d  Re s ide ntia l HVAC a nd Comme rcia l Fa cilitie s  Effic ie ncy P rogra ms , a nd

7

8

9

e nha nce d its  DLC P rogra m in its  Ame nde d DS M P rogra m P ortfolio. The  Compa ny

re move d TOU from its  lis t of s pe cific DS M progra ms , a lthough it re ma ins  a n importa nt

pa rt of UNS  Ele ctric 's  DS M s tra te gy. As  it is  e s s e ntia lly a  ra te  de s ign is s ue , Mr. D.

10 Be ntle y Erdwurm a ddre s s e s  TOU ra te s  in his  Dire ct a nd Re butta l Te s timonie s . Ms .

11 S mith provide s  gre a te r de ta il on the  Ame nde d DS M P rogra m P ortfolio in he r Re butta l

12 Te s timony.

14 Wha t a bou t S ta ffs  p ropos e d  DSM Adjus to r Me c ha n is m?

15

16

17

18

Th e  C o m p a n y a g re e s  with  S ta ffs  re c o m m e n d a tio n  to  u tiliz e  a  DS M Ad ju s to r

Me cha nis m. While  UNS  Ele ctric is  re que s ting a pprova l of the  DS M progra ms  in the

UNS  Ele ctric DS M Docke t, the  Compa ny re que s ts  tha t funding for the  DS M progra ms ,

through the  DS M Adjus tor Me cha nis m, be  a pprove d in this  docke t. Imple me nta tion of

19

20

the  Ame nde d DS M P rogra m P ortfolio s hould coincide  with, a nd is  continge nt upon,

Commiss ion approva l of the  DSM Adjus tor Mechanism.

21

22 Q- What does  the  Company propos e  to  collec t in  its  in itia l DSM Adjus tor Mechanis m?

24

25

26

The  Compa ny propose s  to colle ct 100 pe rce nt of its  Low-Income  We a the riza tion ("LIW")

P rogra m, a nd 25 pe rce nt of the  othe r progra ms , in its  initia l DS M Adjus tor Me cha nis m.

This  initia l a mount will fund the  firs t ye a r s ta rt-up cos ts  for the  imple me nta tion of ne w or

enhanced programs.

27

13

23

A.

A.

Q.

A.

2.

15
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I

2

3

6

7

8

9

determine the over- or under-collection adjustment needed to modify protected DSM costs

lOt the current year adjustor rate calculation. Staff further recommends that UNS Electric

submit, with its previous year DSM costs and DSM recovery, a proposed calculation of

the new DSM adjustor rate for the current year. Staff also recommends that UNS

Electric's proposed new DSM adjustor rate shall become effective on .lune l ifno action is

taken by the Commission to modify or reject it. If  Staff has concerns with the DSM

expenses submitted, the DSM revenues collected, or the proposed DSM adjustor rate

calculation, Staff will work with the Company to resolve such discrepancies prior to the

June l effective date. If necessary, Staff would present a proposal to the Commission for

10 a decision.

12 Q.

13

Why are you recommending that an adjustor rate from this calculation procedure

not become effective until June 1, 2009?

14

15

16

17

18

19

20

Under a scenario where Commission approval is granted for the proposed Portfolio Plan

DSM activ ities in 2007, 2008 would be the f irst full year of spending under the new

portfolio of DSM programs at UNS Electric. Under such a scenario, it is likely that most

programs would still be ramping-up during 2008 and early 2009, but the new programs

should be in effect during that period. The DSM adjustor rate to become effective June l,

2009, would be the first adjustor rate based upon actual operation (during calendar year

2008) of the DSM programs proposed in the Portfolio Plan.

21

22 Q-

24

If the DSM adjustor rate calculated using the proposed procedure does not become

effective until June 1, 2009, what DSM Adjustor rate should be used immediately

upon the conclusion of this rate case and until June I, 2009?

Staff recommends that from the eftbctive date of an Order in this rate case until June I.

23

26

4

5

A.

A.

2009, the initial DSM adjustor rate should be based upon 25 percent of currently estimated



UNS Electric, Inc.
Demand Side Management Costs

To be Included in 2009 DSM Adjustor Calculation

(estimated)

2008 Es tim a te P e rce nta ge Included Costs

Education and Outreach $170,000 25% $42,500

Direct Load Control $1 ,968,000 25% $492,000

Low Income  Wea the riza tion $105,000 100% $ I05,000

Residential New Construction $420,000 25% S I05,000

HVAC  R e t ro fit $300,000 25% $75,000

Shade Tree Program $65,000 25% $16,250

Commercial Facilities Efficiency $400,000 25% $100,000

$3,428,000 $935,750

Direct Testimony of jerry D. Anderson

Docket No. E-04204A-06-0783
Page }6

I

2

3

4

5

PortfOlio Plan first year (2008) program costs for al! programs except the LIW program

tor which 100 percent of the estimated 2008 program costs should be included. These

costs should be divided by adjusted Test Year kph retail sales as reported on Schedule H-

2, page l, line 9 (I,606,376,397 kph). The following table summarizes the estimated

DSM costs to be included in the calculation, recognizing that these numbers could change

6 based upon Commission approval, disapproval, or rev isions to the contemplated

7 progra m s :

8

9

10 Q. Under this calculation, what would be the level of the initial DSM adjustor rate?

I I

12

13

A I The initial DSM adjustor rate would be $935350 div ided by 1.606,376,397 kph or

$0.000583 per kph. For a residential customer using 866 kph per month (2006 average

usage), this would result in a charge on each monthly bill ol`$0.50 or about $6.00 per year.
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1

2

cos ts  to be  re cove re d a nnua lly in ba se  ra te s , a nd a ny a pprove d cos ts  ove r tha t a mount

could be  recovered through a  DS M adjustor mechanism. This  me thod can exhibit some  of

the  same  cha racte ris tics  of the  base  ra te  me thod and can a lso be  confusing and le ss  than3

4

5

6

transparent to customers.

7

8

Proposed DSM Cost Recovery

What costs should UNS be able to recover through Staffs recommended DSM

adjustor mechanism?

Q.

9

10

11

12

13

14

15

UNS  Ele c tric  s hould be  a llowe d to  re cove r a ll prude ntly incurre d DS M progra m  a nd

re la te d cos ts  incurre d by the  Compa ny iii conne ction with Commiss ion-a pprove d DS M

progra ms  a nd a ctivitie s . Com m is s ion  a pprova l of budge ts  for DS M progra m s  a nd

a c tiv itie s  will be  e s ta blis he d  in itia lly whe n the  Com m is s ion  a c ts  on  UNS  Ele c tric 's

P ortfolio P lan filing. Changes  to approved budge t leve ls  could be  subsequently approved

by the  Commiss ion in re sponse  to Compa ny a pplica tion(s ) for DS M progra m cha nge s  or

through independent action of the  Commission.

16

17

18

19

20

21

22

23

A.

Allowable  costs  for Commission-approved programs could include , for example , costs  for

re ba te s  or othe r ince ntive s  including re ba te  proce ss ing, cus tome r tra ining a nd te chnica l

assistance, customer educa tion, progra m pla nning a nd a dminis tra tion, progra m

imple me nta tion, progra m ma rke ting a nd communica tions , me a sure me nt a nd e va lua tion

a ctivitie s , a nd prope rly a lloca te d portions  of ba se line  s tudy e xpe nse s  if a nd whe n such a

s tudy is  a pprove d by the  Commiss ion. Actua l incurre d cos ts  should be  ite mize d in the

Company's  DS M semi-annua l reports , and would be  reviewed by S ta ff.



Dire ct Te s tim ony of J e rry D. Ande rs on
Docke t No. E-04204A-06-0783
Page  14

1 Q- How should DSM costs be charged to UNS Electric customers?

2 A.

3

4

5

6

S ta ff recommends  tha t Commiss ion-approved DS M cos ts  should be  a sse ssed to a ll UNS

Ele ctric cus tome rs  a s  a  cle a rly la be le d s ingle  line  ite m pe r kph cha rge  on cus tome r bills .

The  pe r kph cha rge  would be  a  re sult of the  DS M a djus tor me cha nism ca lcula tion a nd

would be  re -ca lcula te d a nnua lly. S ta ff be lie ve s  the  individua l DS M line -ite m  cha rge

would provide  maximum transparency to UNS Electric customers .

Q. How should DSM-related expenses be recorded in the DSM Adjustor account?

7

8

9

1 0

1 1

1 2

13

1 4

A. S ta ff re com m e nds  DS M re la te d  e xpe ns e s  s hould  be  re corde d in  the  DS M Adjus tor

a ccount by DS M progra m a nd othe r ma jor ca te gorie s  of DS M e xpe nse s  with e a ch ma jor

ca te gory furthe r disa ggre ga te d by type  of e xpe nse . Within e a ch DS M progra m or ma jor

ca te gory sub-a ccount, the  furthe r dis a ggre ga tion by type  of e xpe nse  would s e pa ra te ly

re cord re ba te s  a nd ince ntive s , ma rke ting, dire ct progra m imple me nta tion, a dminis tra tive

costs, etc.

15

16 Q. How should the per kph DSM adjustor rate be reset each year?

1 7

1 8

1 9

2 0

A.

2 1

2 2

23

2 4

2 5

2 6

S ta ff re comme nds  tha t UNS  Ele ctric's  DS M a djus tor ra te  be  re se t a nnua lly on J une  1 of

e a ch ye a r be ginning J une  1, 2009, a nd tha t the  pe r kph ra te  be  ba s e d upon curre ntly

proje c te d  DS M cos ts  for tha t ye a r,  a d jus te d  by the  pre vious  ye a r's  ove r- or unde r-

colle c tion,  d iv ide d by proje c te d  re ta il s a le s  (kph) for tha t s a m e  ye a r, S ta ff furthe r

re c om m e nds  UNS  E le c tric  s ubm it to  the  Com m is s ion  in  Doc ke t Con tro l its  DS M

e xpe ns e s ,  prude ntly incurre d  during  the  pre vious  ca le nda r ye a r in  conne c tion  with

Commiss ion-a pprove d DS M progra ms  a nd a ctivitie s , a nd its  a ctua l DS M cos t re cove ry

colle cte d in the  pre vious  ye a r, a nnua lly by April l of e a ch ye a r. The  disa ggre ga te d cos ts

pla ce d in e a ch DS M Adjus tor sub-a ccount for the  pre vious  ye a r should be  summe d to a

tota l DS M cos t a nd compa re d with docume nte d DS M cos t re cove ry tha t s a me  ye a r to
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1

2

3

4

5

6

7

8

9

10

de te rmine  the  over- or under-collection adjustment needed to modify projected DSM costs

for the  current yea r adjus tor ra te  ca lcula tion. S ta ff furthe r recommends  tha t UNS  Electric

submit, with its  pre vious  ye a r DS M cos ts  a nd DS M re cove ry, a  propose d ca lcula tion of

the  ne w DS M a djus tor ra te  for the  curre n t ye a r. S ta ff a ls o re com m e nds  tha t UNS

Electric's  proposed new DS M adjustor ra te  sha ll become  e ffective  on J une  l if no action is

ta ke n by the  Com m is s ion to  m odify or re je c t it.  If S ta ff ha s  conce rns  with  the  DS M

e xpe ns e s  s ubmitte d, the  DS M re ve nue s  colle cte d, or the  propos e d DS M a djus tor ra te

ca lcula tion, S ta ff will work with the  Compa ny to re solve  such discre pa ncie s  prior to the

J une  l e ffective  da te . If nece ssa ry, S ta ff would pre sent a  proposa l to the  Commiss ion for

a  decis ion.

11

12 Q. Why are you recommending. that an adjustor rate from this calculation procedure

not become effective until June 1, 2009?13

14

15

16

17

18

19

20

Unde r a  sce na rio whe re  Commiss ion a pprova l is  gra nte d for the  propose d P ortfolio P la n

DS M a c tivitie s  in  2007, 2008 would be  the  firs t fu ll ye a r of s pe nding unde r the  ne w

portfolio of DS M progra ms  a t UNS  Ele ctric. Unde r such a  sce na rio, it is  like ly tha t mos t

progra ms  would s till be  ra mping-up during 2008 a nd e a rly 2009, but the  ne w progra ms

should be  in e ffect during tha t pe riod. The  DS M adjus tor ra te  to become  e ffective  J une  l,

2009, would be  the  firs t a djus tor ra te  ba se d upon a ctua l ope ra tion (during ca le nda r ye a r

2008) of the  DSM programs proposed in the  Portfolio P lan.

21

22 Q-

23

If the DSM adjustor rate calculated using the proposed procedure does not become

effective until June 1, 2009, what DSM Adjustor rate should be used immediately

upon the conclusion of this rate case and until June 1, 2009?24

25

26

A.

A. S ta ff re comme nds  tha t from the  e ffe ctive  da te  of a n Orde r in this  ra te  ca se  until J une  1,

2009, the  initia l DSM adjustor ra te  should be  based upon 25 percent of currently estimated



UNS Electric, Inc.
Demand Side Management Costs

To be Included in 2009 DSM Adjustor Calculation
(estimated)

2008 Es tim a te P e rce nta ge In c lu d e d  Co s ts

Educa tion  a nd  O utre a ch $170,000 2500 $42,500

Dire c t  Lo a d  C o n tro l $1,968,000 2500 $492,000

Low Income  We a the riza tion $105,000 1 0 0 % $105,000

Re s id e n tia l Ne w Co n s tru c tio n $420,000 2500 $105,000

HVAC  R e t r o fit $300,000 25% $75,000

S ha de  Tre e  P rogra m $65,000 2500 $16,250

Commercia l Facilities  Efficiency $400,000 25% $100,000

$3,428,000 $935,750

Dire c t Te s tim o n y o f J e rry D.  An d e rs o n
Do c ke t  No .  E -0 4 2 0 4 A-0 6 -0 _ 8 3

P a ge  16

1

2

3

4

5

6

P ortfolio P la n firs t ye a r (2008) progra m cos ts  for a ll progra ms  e xce pt the  LIW progra m

for which 100 pe rce nt of the  e s tima te d 2008 progra m cos ts  should be  include d. The se

costs  should be  divided by adjusted Test Year kph re ta il sa le s  a s  reported on S chedule  H-

2, pa ge  1, line  9 (l,606,376,397 kph). The  following ta ble  s um m a rize s  the  e s tim a te d

DS M costs  to be  included in the  ca lcula tion, recognizing tha t these  numbers  could change

ba s e d  upon  Com m is s ion  a pprova l,  d is a pprova l,  o r re v is ions  to  the  c on te m pla te d

progra ms:7

8

9

10

11

12

13

Q. Under this calculation, what would be the level of the initial DSM adjustor rate?

A. The  in itia l DS M a djus tor ra te  would  be  $935 ,750  d iv ide d  by 1 ,606 ,376 ,397  kph  or

$0.000583 pe r kph. For a  re s ide ntia l cus tome r us ing 866 kph pe r month (2006 a ve ra ge

usage), this  would result in a  charge  on each monthly bill of $0.50 or about $6.00 per year.



Dire ct Te s tim ony of J e rry D. Ande rs on
Docke t No. E-04204A-06-0_83
Pa ge  17

1

2

Q. Is this calculation in agreement with what was proposed by UNS Electric in response

3

4

to  S TF 13.14?

Ye s , the  ca lcula tion is  in a gre e me nt with UNS  Ele ctric 's  re sponse  to S TP  13.14.

5

6

7

8

COST RECOVERY FOR RENEWABLES PROGRAMS

Changes in Renewables Requirements

Why are you introducing the issue of cost recovery for renewables programs in yourQ-

9

10

tes timony?

S ta ff is  conce rne d tha t cha nge s  a nd ma nda te s  re ga rding re ne wa ble  e ne rgy initia tive s  ma y

re quire  UNS  Ele ctric  to e xpa nd or a lte r its  re ne wa ble s  progra m s  a nd a s s ocia te d s pe nding

in  the  ne a r fu tu re . S ta ff is  in te re s te d  in  e ns u ring  tha t a  le nd ing  m e c ha n is m  fle xib le

e nough to a da pt to cha nge s  which ma y occur in the  future  is  in pla ce  a t UNS Ele ctric.

11

12

13

14 Q-

15

What types of changes are occurring in renewables energy standards and

requirements in Arizona'*

16

17

18

UNS  Ele ctric  wa s  re quire d to m e e t the  Environm e nta l P ortfolio S ta nda rd ("EP S ")

e mbodie d in A.A.C. R14-2-l618 a nd a pprove d by the  Commis s ion in 2001. The  EP S

required load-serving entities  to derive  a  portion of the  re ta il energy they se ll from sola r

1 9

2 0

2 1

2 2

A.

A.

A.

re s ource s  or e nvironm e nta l frie ndly re ne wa ble  e le c tric ity te chnologie s . Th e  p o rtfo lio

pe rce nta ge  incre a s e s  a nnua lly. It wa s  1.00 pe rce nt in  2005 a nd be ca m e  1.05 pe rce nt in

2006 with  a t le a s t 60  pe rce nt from  s ola r re s ource s . The  re quire m e nt is  1 .1  pe rce nt for

2007.
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1 Q

2 A

7

Is UNS Electric proposing to tile a joint program proposal with UNS Gas?

UNS Electric and UNS Gas would like to take advantage of program synergies in Mohave

and Santa Cruz Counties, where their service territories are the same. Taking advantage of

program synergies requires a joint filing of a DSM program portfolio for Commission

approval. The DSM program portfolio for UNS Electric and UNS Gas would be filed 120

days after the resolution of this UNS Eleetrie's rate case proceeding. Administering joint

programs in Mohave and Santa Cruz Counties will reduce customer confusion about

8

9

1 0

program details and how to participate in a program. If the programs are jointly

administered in these areas, local customers will not have to contact each utility to

participate in a program.

11

12 VII. RULES AND REGULATIONS.

13

14 Q-

15

16

17

18

1 9

20

Why has UNS Electric proposed changes to its Rules and Regulations?

In general, the current Rules and Regulations were inherited from Citizens. While UNS

Electric's current Rules and Regulations contain many of the same provisions as UNS

Gas, the structure is very different. UNS Electric believes this is a good opportunity to

re-organize the Rules and Regulations to make them easier to read and understand. The

organization in UNS Electric's proposed Rules and RegulationS better mirror UNS Gas'

proposed Rules and Regulations, as well as with the Arizona Administrative Code.

2 1

22

23

24

25

26

27

So, many of the changes to the Rules and Regulations are not substantive changes.

Provisions are re-located within the proposed Rules and Regulations so that they would

be better organized and easier to understand. In the accompanying redlined version of

UNS Electric's proposed Rules and Regulations, those non-substantive but organizational

changes are not redlined. We did not want to provide Staff with a document that was

almost entirely redlined with non-substantive changes. So, the only redlined changes in

in

A.

22
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SERVICES

UNS Electric, Inc.
Rules & Regulations

SECTION 11
BILLING AND COLLECTIONS

(continued)

Billing Terms

All bills for electric service are due and payable no later than ten (10) days from the date the bill is rendered. Any payment
not received within this time frame shaliwill be considered past due.

2. For purposes of this rule, the date a bill is rendered may be evidenced by:

4 a. The postmark dateI
2<b. The mailing date;_Q;

34c. The billing date shown on the bill (however, the billing date sham not differ from the postmark or

mailing date by more than two (2) days);

All past due bills for electricutiiity service are due and payable within fifteen er (159) days. Any payment not received
within this timeframe shaiivv be considered delinquent and will be issued a suspension of service notice. For Customers
under the iurisidiction of a bankruptcy court, a more stringent oavment or preoavment schedule may be required, if

allowed by that court.-.

eA.  All delinquent bills for which payment has not been received within Mseven Ll) days shall_vgm be subject to the

provisions of the Company's termination procedures.

45. The amount of the late payment penalty will not exceed one and one-half percent (1 .5%l of the delinquent bill, applied on
a monthly basis.

Na payments of current amounts must be made at 0r mailed-te4heGemeanv'c cfrim or to the Companv's duly authorized

representative.

g g g gymonts of delinquent amounts will be made in the Com an 's office.

eAiatepayment-ehatge-eiene-and one half percent (l.5%) shall be applied to all outstanding account balanee9hathavenet

been-paid within thirty (30) days after the postmark date of the bill.

Applicable Tariffs, Prepayment, Failure To Receive, Commencement Date, Taxes

rEach Customer Mshaii be billed under the applicable tariff indicated in the Customer's application for service.
1.

I

c .

D.

Filed By:

Title:
District

1.

3.

6.

Dennis R. Nck:onRavm0nd s. Hevman Tariff No.:

Senior Woe President and General CounseIChicf Gpcratinf Effective:

Santa Cruz and Mohavo Counties, ArizonaEntire Electric S Page No.:

Rules & Regulations

DRAFTAugust 11, 2993

Page 82 of 109498499
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Q4 UNS Electric, Inc.
Rules & Regulations

SERVIIIFS

SECTION 11

BILLING AND COLLECTIONS
(continued)

Billing Terms

All bills for electric service are due and payable no later than ten (10) days from the date the bill is rendered. Any payment

not received within this time frame will be considered past due.

2. For purposes of this rule, the date a bill is rendered may be evidenced by:

a. The postmark date,

b. The mailing date, or

c. The billing date shown on the bill (however, the billing date will not differ from the postmark or mailing

date by more than two (2) days).

All past due bills for electric service are due and payable within fifteen (15) days. Any payment not received within this
timeframe will be considered delinquent and will be issued a suspension of service notice. For Customers under the
jurisdiction of a bankruptcy court, a more stringent payment or prepayment schedule may be required, if allowed by that

court.

All delinquent bills for which payment has not been received within five (5) days will be subject to the provisions of the

Company's termination procedures.

The amount of the late payment penalty will not exceed one and one-half percent (1.5%) of the delinquent bill, applied on

a monthly basis.

6, All payments must be made at or mailed to the Company's duly authorized representative.

Applicable Tariffs, Prepayment, Failure To Receive, Commencement Date, Taxes

Each Customer will be billed under the applicable tariff indicated in the Customer's application for service.

2. Customers may pay for electrical service by making advance payments.

Failure to receive bills or notices that have been properly placed in the United States mail will not prevent those bills from
becoming delinquent nor relieve the Customer of his obligations therein.

4. Charges for sen/ice commence when the service is installed and connection made, whether used or not.

C.

D.

Filed By:

Title:

District:

3.

4.

1.

5.

3.

1.

Raymond s. Heyman
Senior Vice President and General Counsel
Entire Electric Service Area

Tariff No.:
Effective:

Page No.:

Rules & Regulations
DRAFT

Page 51 of 67
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1 11. REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ.

2

3

4

Q. Do you agree with Ms. Diaz Cortez's recommendation for billing and collection

notices?

5

6

No. It appears  there  may be  some confusion about what UNS Electric is  requesting. The

primary purpose of the recommended changes was to avoid confusion for customers served

by both UNS Ele ctric a nd UNS Ga s . Unde r UNS Ele ctric's  proposa l, a ny pa yme nt not

made after ten days from when the bill was rendered is past due. Then, an additiona l ffteen

days  must e lapse  be fore  the  bill will be  cons ide red de linquent. So, 25 days  go by from

whe n a  bill is  re nde re d until it be come s  de linque nt. This  is  more  ge ne rous  tha n the

Commission's  rules  - A.A.C. R14-2-210.C. - which s ta tes  tha t "any bill for utility se rvices

are due and payable no later than 15 days from the date of the bill," and "[any] payment not

re ce ive d within this  time -fra me  sha ll be  cons ide re d de linque nt a nd could incur a  la te

payment charge."

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Als o - contra ry to Ms . Dia z Corte z's  Dire ct Te s timony - the  numbe r of da ys  from the  bill

da te  to the  re minde r notice  be ing ma ile d is  uncha nge d a t 26 da ys . The  Compa ny would

then give  a t le a s t a  5-day advance  written notice  of s e rvice  dis connection following the  bill

be coming de linque nt. The  a ctua l dis conne ction would not occur be fore  the  31" da y of the

norma l billing cycle . UNS  Electric would propos e  to apply the  la te  payment a s s e s s ment on

de linque nt bills  only (i. e ., 25 da ys  a fte r the  da te  the  bill is  re nde re d). The  s ugge s te d rule

la ngua ge  ca n be  modifie d to cla rify tha t the  la te  pa yme nt cha rge s  would be gin on the  da y

a fte r the  de linque ncy da te  or 26 da ys  a fte r billing. The  Compa ny fe e ls  tha t a n a ve ra ge

thirty da y billing/colle ction cycle  is  re a s ona ble  a nd a voids  ca rrying ove r ba la nce s  to the

ne xt billing pe riod on a  routine  ba s is . The  Compa ny will continue  the  curre nt pra ctice  of

working with cus tomers  tha t reques t or a re  in need of payment extens ions .

2

A.

l  I l l W l I | | | | -
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SERVIIZES

UNS Electric, Inc.
Rules & Regulations

SECTION 11
BILLING AND COLLECTIONS

(continued)

Billinq Terms

All bills for electric sen/ice are due and payable no later than ten (10) days from the date the bill is rendered. Any payment
not received within this time frame shailwill be considered past due.

2. For purposes of this rule, the date a bill is rendered may be evidenced by:

4 a. The postmark date

I go.  The mailing dategg

&c .  The billing date shown on the bill (however, the billing date shailm not differ from the postmark or
mailing date by more than two (2) days)_.

All past due bills for electricutility service are due and payable within fifteen er (1§Q) days. Any payment not received
within this timeframe sheilm be considered delinquent and will be issued a suspension of sen/ice notice. For Customers

under the iurisidiction of a bankruotcv court, a more stringent oavment or preoavment schedule may be required, if

allowed by that court.-.

.
I as .  All delinquent bills for which payment has not been received within Qireseven (3) days shaiimm be subject to the

provisions of the Company's termination procedures.

45. The amount of the late oavment penalty will not exceed one and one-half percent (1 .5%1 of the delinquent be, aDDled on
a monthly basis.

All Davments of current amounts must be made at or mailed to the Comeanv-'se¥9eeet to the Comoanv's duly authorized
representative.

A l l  a merits of delinquent amounts will be made in the Com an 's office.

c.A late payment charge of Ono and Ono half percent (l.5%) shall be applied to all outstanding account balances that have not

boon paid within thirty (30) days after the pcctmark date of the bill.

Applicable Tariffs, Prepayment, Failure To Receive, Commencement Date, Taxes

rEach Customer Michail be billed under the applicable tariff indicated in the Customer's application for service.
1.

Filed By:

Title:
District:

Dennis R. Ne!ccr:Raymond S. Heyman Tariff No.:

Senior Vice President andGeneral CounselChicf Gpcrating Effective:
Santa Cruz and Mohav0 Countios, ArizonaEntire Electric S Page No.:

Rules & Regulations

DRAFTAuguSt 11, 2003
Page 82 of 109409409

I

c .

D.

3.

1.

6.
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UNS Electric, Inc.
Rules & Regulations

SERVICES

SECTION 11
BILLING AND COLLECTIONS

(continued)

Billing Terms

All bills for electric service are due and payable no later than ten (10) days from the date the bill is rendered, Any payment

not received within this time frame will be considered past due.

For purposes of this rule, the date a bill is rendered may be evidenced by:

The postmark date,

The mailing date, or

The billing date shown on the bill (however, the billing date will not differ from the postmark or mailing
date by more than two (2) days).

All past due bills for electric service are due and payable within fifteen (15) days. Any payment not received within this

timeframe will be considered delinquent and will be issued a suspension of service notice. For Customers under the

jurisdiction of a bankruptcy court, a more stringent payment or prepayment schedule may be required, if allowed by that
court.

All delinquent bills for which payment has not been received within five (5) days will be subject to the provisions of the

Company's termination procedures. `

The amount of the late payment penalty will not exceed one and one-half percent (1 .5'/») of the delinquent be, applied on
a monthly basis.

All payments must be made at or mailed to the Company's duly authorized representative.

Applicable Tariffs, Prepayment, FailureTo Receive, Commencement Date, Taxes

Each Customer will be billed under the applicable tariff indicated in the Customer's application for service.

Customers may pay for electrical service by making advance payments.

Failure to receive bills or notices that have been properly placed in the United States mail will not prevent those bills from
becoming delinquent nor relieve the Customer of his obligations therein.

Charges for service commence when the service is installed and connection made, whether used or not.

Filed By:
Title:
District:

Raymond s. Heyman

Senior Vice President and General Counsel
Entire Electric Service Area

Tariff No.:
Effective:

Page No.:

Rules 8. Regulations
DRAFT

Page 51 of 67
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5.

6.

2.

4.

2.

3.

1.
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c.

a.

b.

Ill
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SERVICES

UNS Electric, Inc.
Rules & Regulations

SECTION 12v
TERMINATION OF SERVICE

-(continued)

841. When necessary for the Company to comply with an order of any governmental agency having

jurisdiction, Er

Qh. When a hazard exists which is not imminent, but in the opinion of the Company, it may cause property

damage,g

Customer facilities that do not comply with Companv requirements or specifications.

The Company Mshaii maintain a record of all terminations of service with notice. This record Mshali be maintained for

one lllyear and be available for ACC inspection.

Termination Notice Requirements

The Company shaitm not terminate service to any of its Customers without providing advance written notice to the
Customer of the Company's intent to disconnect service, except under these conditions specified in subsection 12.B.
where advance written notice is not required.

Thissueh advance written notice shaligq contain, at a minimum, the following information:

The name of the person whose service is to be terminated and the address where service is being

f€l'1d€l'€d;

The Company's Pricinq Plan(sl4ati¢f that was violated and explanation of the violationtheteet or the

amount of the bill Mtyvhieh the Customer has failed to pay in accordance with the payment policy of

the Company, if applicable

c. The date on or after which service may be terminated,

A statement advising the Customer to contact the- Company at a specific address or phone number

for information regarding any deferred payment or other procedures _tllatwi-\iGl=l the Company may
offer or to work out some mutually agreeable solution to avoid -termination of the Customer's service*

M=

s

I

Filed By:

Title:

District:

2.

2.

1.

d.

a.

b.

i.

Danni: R. Nc!::er:Raymond s. Heyman Tariff No.:
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UNS Electric, Inc.
Rules & Regulations

SECTION 12
TERMINATION OF SERVICE

(continued)

A statement advising the Customer that the Company's stated reasonlsl for the termination of
services may be disputed by contacting the Company at a specific address or phone number, advising

the Company of the dispute and making arrangements to discuss the cause for termination with a
responsible employee of the Company in advance of the scheduled date of termination. The

responsible employee mslqaii be empowered to resolve the dispute and the Company Mlshail retain

the option to terminate sen/ice after affording this opportunity for a meeting and concluding that the
reason for termination is fust and advising the Customer of his or her right to tile a complaint with the
Acc .

SEGIFIQN-12¥
TERM!NAT!0N OF SERVECE

4694484694

413. Where applicable, a copy of the termination notice will be simultaneously forwarded to designated third parties.

Timing of Terminations with Notice.

The Company wills give at least five (5) days advance written notice prior to the termination date. For Customers under the
jurisdiction of a bankruptcy court, a shorter notice may be provided, if permitted by the court.

Susie-This notice yvjishaii be considered to be given to the Customer when a copy of the noticethcrccf _is left with the

Customer or posted first class in the United States mail, addressed to the Customer's last known address.

If, after the period of time allowed by the notice has elapsed and the delinquent account has not been paid nor

arrangements made with the Company for the payment of the bill - or thereof or in the case of a violation of the
Company's rules the Customer has not satisfied the Company that ossa violation has ceased - then the Company
may then-terminate service on or after the day specified in the notice without giving further notice.

Service may only be disconnected in conjunction with a personal visit to the premises by an authorized representative of
the Company.

I The Company sl4ailm have the right (but not the obligation) to remove any or all of its property installed on the
Customer's premises upon the termination of service.

I

I

I

I

E.
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£4 UNS Electric, Inc.
Rules & Regulations

SERVICES

SECTION 12
TERMINATION OF SERVICE

(continued)

When necessary for the Company to comply with an order of any governmental agency having

jurisdiction,

When a hazard exists which is not imminent, but in the opinion of the Company, it may cause property

damage, or

Customer facilities that do not comply with Company requirements or specifications.

The Company will maintain a record of all terminations of service with notice. This record will be maintained for one (1)

year and be available for ACC inspection ,

Termination Notice Requirements

The Company will not terminate service to any of its Customers without providing advance written notice to the Customer
of the Company's intent to disconnect service, except under these conditions specified in subsection 12.B. where advance
written notice is not required.

2. This advance written notice will contain, at a minimum, the following information:

The name of the person whose service is to be terminated and the address where service is being

rendered,

The Company's Pricing PIan(s) that was violated and explanation of the violation or the amount of the
be that the Customer has failed to pay in accordance with the payment policy of the Company, if

applicable,

The date on or after which service may be terminated,

A statement advising the Customer to contact the Company at a specific address or phone number for
information regarding any deferred payment or other procedures that the Company may offer or to
work out some mutually agreeable solution to avoid termination of the Customer's service, and

D.
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(continued)

A statement advising the Customer that the Company's stated reason(s) for the termination of

services may be disputed by contacting the Company at a specific address or phone number, advising
the Company of the dispute and making arrangements to discuss the cause for termination with a
responsible employee of the Company in advance of the scheduled date of termination. The

responsible employee will be empowered to resolve the dispute and the Company will retain the

option to terminate service after affording this opportunity for a meeting and concluding that the

reason for termination is just and advising the Customer of his or her right to he a complaint with the
Acc .

Where applicable, a copy of the termination notice will be simultaneously for/varded to designated third parties.

Timing of Terminations with Notice,

The Company wills give at least five (5) days advance written notice prior to the termination date. For Customers under the

jurisdiction of a bankruptcy court, a shorter notice may be provided, if permitted by the court.

This notice will be considered to be given to the Customer when a copy of the notice is left with the Customer or posted

first class in the United States mail, addressed to the Customer's last known address.

If, after the period of time allowed by the notice has elapsed and the delinquent account has not been paid nor

arrangements made with the Company for the payment of the bill - or in the case of a violation of the Company's rules the
Customer has not satisfied the Company that this violation has ceased - then the Company may terminate service on or
after the day specified in the notice without giving further notice.

Service may only be disconnected in conjunction with a personal visit to the premises by an authorized representative of

the Company.

The Company will have the right (but not the obligation) to remove any or all of its property installed on the Customer's

premises upon the termination of service.

E.
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1 11. REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ.

2

3

4

Q. Do you agree with Ms. Diaz Cortez's recommendation for billing and collection

notices?

5

6

No. It a ppe a rs  the re  ma y be  some  confus ion a bout wha t UNS  Ele ctric is  re que s ting. The

primary purpose  of the  recommended changes  was  to avoid confusion for customers  se rved

by both UNS  Ele c tric  a nd UNS  Ga s .  Unde r UNS  Ele c tric 's  propos a l,  a ny pa ym e nt not

made  a fte r ten days  from when the  bill was  rende red is pa s t due . The n, a n a dditiona l ffte e n

da ys  m us t e la ps e  be fore  the  bill will be  cons ide re d de linque nt. S o, 25 da ys  go by from

whe n a  b ill is  re nde re d  until it be com e s  de linque nt, This  is  m ore  ge ne rous  tha n the

Commiss ion's  rule s  - A.A.C. R14-2-210.C..- which s ta te s  tha t "a ny bill for utility s e rvice s

a re  due  and payable  no la te r than 15 days  from the  da te  of the  bill," and "[any] payment not

re ce ive d within  th is  tim e -fra m e  s ha ll be  cons ide re d de linque nt a nd could  incur a  la te

pa yme nt cha rge ."

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

Also - contrary to Ms. Diaz Cortez's Direct Testimony - the number of days from the bill

date to the reminder notice being mailed is unchanged at 26 days. The Company would

then give at least a 5-day advance written notice of service disconnection following the bill

becoming delinquent. The actual disconnection would not occur before the 31St day of the

nonna billing cycle. UNS Electric would propose to apply the late payment assessment on

delinquent bills only (i.e., 25 days after the date the bill is rendered). The suggested rule

language can be modified to clarify that the late payment charges would begin on the day

after the delinquency date or 26 days after billing. The Company feels that an average

thirty day billing/collection cycle is reasonable and avoids canoing over balances to the

next billing period on a routine basis. The Company will continue the current practice of

working with customers that request or are in need of payment extensions.

25

26

27

A.

2
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ESTABLISHMENT OF SERVICE (continued)

r

COMPANY-PROVIDED FACILITIES

1. The Company will provide, at no charge, an overhead service line up to one hundred fifty (150) feet and no more than one
carryover pole, if required, for each Customer. The Company will provide, install, and connect, at no charge, underground
service cable up to one hundred fifty (150) feel for each residential Customer.

The cost of any service line in excess of that allowed at no charge shall be paid for by the Customer as a contribution in
aid of construction.

3. A Customer requesting an underground sen/ice line in an area served by overhead facilities shall pay for the difference
between an Overhead service connection and the actual cost of the underground connection as a nonrefundable
contribution.

y. EASEMENTS AND RIGHTS-OF-WAY

1. Each Customer shall grant adequate easements and rights-of-way satisfactory to the Company necessary for Customer's
proper sewioe connection. Failure on the part of the Customer to grant adequate easement and right-of-way shall be
grounds for the Company to refuse service.

\

I

When the Company discovers that a Customer or the Customer's agent is performing work or has constructed facilities
adjacent to or within an easement or right-of-way and such work, construction or facility poses a hazard or is in violation of
federal, state or local laws, ordinances, statutes, rules Cr regulations, or significantly interferes with the Company's access
to equipment, the Company shall notify the Customer or the Customer's agent and shall take whatever actions are
necessary to eliminate the hazard, obstruction or violation at the Customer's expense.

x.
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SECTION 6

SERVICE LINES AND ESTABLISHMENTS

(continued)

Service Lines
I

1. Customer provided facility

Each Applicant for services will be responsible lot all inside wiring including the service entrance and meter socket.

For three-phase service, the Customer will provide, at the Customers expense, all facilities including conductors and

conduit, beyond the Company-designated point of delivery.

Meters and service switches in conjunction with the meter will be installed in a location where the meters will be

readily and safely accessible for reading, testing and inspection, where these activities will cause the least

interference and inconvenience to the Customer. Location of metering facilities will be determined by the Company

and may or may not be at the same location as the point of delivery. However. the meter locations will not be on the

front exterior wall of the home, or in the carport or garage unless mutually agreed to between the Customer or

homebuilder and the Company. Without cost to the Company, the Customer must provide, at a suitable and easily

accessible location, sufficient and proper space for the installation of meters.

Where the meter or service line location on the Customers premises is changed at the request of the customer or

due to alterations on the Customers premises, the Customer must provide and have installed at the Customer's

expense all wiring and equipment necessary for relocating the meter and service line connection. The Company may

chargethe Customer for moving the meter andlor service lines.

Customer will provide access to a main switch or breaker for disconnecting load to enable safe installation and

removal of company meters.

2, Overhead Service Connection - Secondary Service

r

Where the Company's distribution pole line 's located on the Customers premises, or on a street, highway, lane,

alley, mad, or private basement immediately contiguous thereto, the Company will at its own expanse, furnish and

install as lnoespan °lse!v1¢9.¢r9p fpm M pals tithe (?l»§lnuvv's.n9ifv Ql@l\§¢hm°.m, 9n<wisle¢.\hat this atrashmevl.. . .
is at the point cf delivery and is of a type and so located that the service drop wires may be installed in a manner

approved by the Company in accordance with good engineering practice, and in compliance with all applicable laws,

ordinances, Rules and Regulations, including those governing clearance and points of atlachmena.For ouroosa of

this Section. a single span at sewioe drop as described above is no more than 100 feet in Ienodt and will not include

a carrvtvver DOIS.

| Deleted: simple

Whenever any of the clearances required by the applicable laws, ordinances, rules or regulations of public authorities

or standards of the Company from the service drops to the ground or any object become impaired by reason of any

changes made by the owner or tenant of the premises, the Customer will, at his own expense, provide a new and
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(

SECTION 9

LINE EXTENSIONS

Introduction

U

A request for electric service often requires the construction of new distribution lines of varying distances. The distances and

cost vary widely depending upon Customer's location and load size, With such a wide variation in extension requirements, it is

necessary to establish conditions under which the Company will extend its electric facilities beyond this distance.

All extensions are made on the basis of economic feasibility. Footage and revenue basis are offered below for use in

circumstances where feasibility is generally accepted because of the number of extensions made within these footage and

dollar units.

All extensions are subject to the availability of adequate capacity, voltage and Company facilities at the beginning point of an

extension, as determined by the Company.

A standard policy has been adopted to provide sen/ice to Customers whose requirements are deemed by the Company to be

economical and ordinary in nature.

In unusual circumstances, when the application of the provisions of this policy appear impractical, or in se Customers

requirements exceed 100 kw, the Company will make a special study of the conditions to determine the basis on which service

may be rendered.

cy:

A. General Requirements

r'

Upon request by an Applicant for a line extension, the Company will prepare without charge, a preliminary sketch and

rough estimates of the cost of installation, if any, to be paid by said applicant.

2 . Any Applicant for a line extension requesting the Company to prepare detailed plans, specifications, Cr cost estimates

may be required to deposit the Company an amount equal to the estimated cost of preparation. The Company will,

upon request make available within ninety (90) days after receipt of the deposit referred to above, those plans,

specifications, or cost estimates of the proposed line extension. Where the applicant authorizes the Company to proceed

with construction of the extension, the deposit will be credited to the cost of construction, othenuise the deposit will be

non-refundable. it the extension is to include over sizing of facilities to be done at the Company's expense, appropriate

details will be set forth in the plans, specifications and most estimates. Subdividers providing the Company with approved

plats will be provided with plans, specifications, or cost estimates within forty~five (45) days after receipt of the deposit

referred to above.

Where the Company requires an Applicant to advance funds for a line extension, the Company will furnish the Applicant

with a copy of the line extension Pricing Plans prior to the Applicant's acceptance of the Compares extension agreement

I
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SECTION 9

LINE EXTENSIONS

(continued)

4. All line extension agreements requiring payment of an advance by the Applicant will be in writing and signed by each

party.
r

The provisions of this rule apply only to those Applicants who, in the Company's judgment, will be permanent Customers.

Extension of facilities will not begin until the satisfactory completion of required site improvements, as determined by the

Company, and an approved service entrance to accept electric service has been installed.

B. Minimum Written Agreement Requirements

Each line extension agreement must, at a minimum, include the following information:

a.

b.

e.

Name and address of applicant(s),

Proposed service address(es) or location(s),

Description of requested service;

Description and sketch of the requested line extension,

A cost estimate to include materials, labor, and other costs as necessary,

Payment terms,

A concise explanation of any refunding provisions, if applicable,

h. The Company's estimated star date and completion date for consuucdcn of the line atenslon; and

i. A summary of the results of the economic feasibility analysis performed by the Company to determine

the amount of advance required from the applicant for the proposed line extension.

2. Each Applicant will be provided with a copy of the written line extension agreement,
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SECTION 9

LINE EXTENSIONS

(continued)

Line Extension Costs

1. Calculations of estimated line extension costs will include the following:

Material cost,

b. Direc1Iaborcost;and

c. Overhead cost,

Overhead costs are represented by all the costs which are proper capital charges in connection with

construction, other than direct material and labor costs including but not limited to:

1

\

Indirect labor

Engineering

Transportation

Taxes (e.g. FICA, State & Federal Unemployment which are properly allocated to construction)

Insurance

Stores expense

General office expenses allocated to costs of construction

Power operated equipment

Employee Pension and Benefits

Vacations and Holidays

Miscellaneous expenses properly chargeable lo construction

D. Conditions Gwveming Extensions Of Elecilic Distribution Lines And Services

Line extension measurements will be along the route of construction required, but no free distance will be

permitted beyond the shortest reasonable route to the nearest reasonable point ofsevioegneaeh . .

Customer's premises as determined by the Company. This measurement will include prima and.

secondaryJines.

I Deleted: delivery

Deleted

1 Deleted: and service

Footage Basis:

a. The Company will extend single phase overhead distribution facilities without charge to any Customer

whom the Company considers permanent (except irrigation customers) provided that the length of

extension does not exceed hundred (QQ) feet . ~[_o9leted.nve .
IDeleted:50G
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SECTION 9

LINE EXTENSIONS

(continued)

The Company will make extensions in excessd
1

s

!
I(i) The economic feasibility study in subsection 9.E. has been completed and the Company

determines that the extension is feasible,

I Deleted: five

Deleted: 500

(ii) A line extension agreement has been signed by each party,

(iii) The Company has received a non-interest bearing, refundable constriction advance andlor

contribution in aid of construction, if required. to cover cost of construction, and

(iv) The extension does not exceed a total construction cost of $25,000.

Customer advances of over $50.00, as collected under the terms of extensions beyond the free

distance, are subject to refund, provided that, within a five (5) year period after signing the extension

agreement, Customer requests a survey to determine if additional Customers have been connected to

and are using service from the extension.

If this survey discloses that additional Customers or load are connected to the extension (not

including laterals or extensions over the free distance) and are so located that, had they been

there at the time the extension was made, the amount of advance would have been reduced or

eliminated, then a readjustment will be made and Company will refund the difference between

the amount actually advanced and the amount of the advance had it been determined at the time

of survey. The amount of the refund will be based on the most of constructing the original line.

(i) Only one survey will be made annually for each extension. in no case will the total of refund

payments exceed the amount originally advanced.

(ii) If after five (5) years from receipt, the construction advance has not been totally refunded, that

advance will be considered a contribution in aid of construction and no longer be refundable.
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SECTION 9

LINE EXTENSIONS

(continued)

(iii) A pictorial explanation of the method of refund used for the footage basis is as follows:

< >

400'
E:

4

In 95
o i C
N I

ME"

1 1
I
\
r
I
\
I
\
I

I
I

300' I

--1-09

2f\ce 9

"B"

(

Filed By:

Title:

District:

Raymond S. Heyman

Senior Vioe President and General Counsel

Entire Electric Sewioe Area

Tariff No.:

Effective:

Page No.:

Rules & Regulations

DRAFT

Page 33 of 67



1

nisnurceEneruy
SERVIEES

UNS Electric, Inc.
Rules & Regulations

i

§ECTI0N9_.._.

LINE EXTENSIONS

(continued)

8
Applicant "A" - Customer makes refuelable advance per

footage over Qqfeet (1 .6oq@ .estimated line extension most per .foot)..

.I Deleted: <sp><sp>

f Deleted: ~Page Break-~

I
Applicant 'B' - Customer makes refundable advance for

footage overnlNfed (1.100:@ estimate line e?stensinn 99§t.n¢f Mt) .NO..
refund tsdueApplicant'A' because total construction was over .

{ Deleted: 500

fneuerem 1.500

[ Deleted: 500

8
1

Applicant "C" - No charge to Customer. However if within the

five (5) year period Customer "A" will receive refund (QQ @ original cost.....

per foot to Customer "A"). Line "c" ties directly into Line "A" and it is

under §QQ,.feeL

(Deleted: 500

| Deleted: 300

| Deleted: sao

Applicant "D" - No charge to Customer. If within the five (5) year

period Customer "A" will receive a refund (§_&Q§ @ original gist per foot
to Customer 'A").

[ Deleted: 490 31

Applicant "E" . No charge to Customer. If within five (5) years from

date of advance from Customer "B", Customer "B' will get a refund

11gq @ original cost perfootto Customer B) Line E ties directly

into Line "B",

[ Deleted: 200

Applicant "F" . No charge to Customer, If within five (5) years from

date of advance from Customer "B", Customer "B" will get a refund

(M @ original cost per foot to Customer B ) . . . . . I Deleted: 400
r

I

I

I

I

i

I

I
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1 Q- Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony?

2 Yes, it does.

3

4 v. REBUTTAL TO STAFF WITNESS BING E. YOUNG.
g

§
i
l

.| Q.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Do you agree with Mr. Young's testimony regarding line extension tariff changes?

No. The recommended changes proposed by the Company were made to clarify language

to avoid customer confusion about current language, update policies to follow the

Commission's rules and to be more consistent with UNS Gas and TEP rules as appropriate.

Subsection 6.2.a. of the Rules and Regulations was changed to allow only one span of wire

from existing facilities to the customer's point of service. The Company suggested a

reduction in the service line extension policy which currently allows 150 feet of service

wire and one carryover pole. This change would recognize that each customer will have a

service drop, but if an individual desires to locate their point of service further from the

lines than one span, they should pay for the longer line. Therefore, Mr. Young's statement

that the Company is proposing an increase in the footage is not correct. In Subsection 9.D.

of the Rules and Regulations the Company proposed combining the current distribution

line footage allowance of 400 foot with a service allowance of 100 feet for the total of 500

foot per customer, the combined total being 50 foot and one carryover pole less than what

is currently allowed per customer.

i
1

Further, Mr. Young must recognize the impacts his proposal will have. The Company

believes, generally, that growth should pay for growth. But we also feel that growth is, in

fact, good for the communities we serve. Removing the free footage allowance would be a

major shift in policy, which would be contrary to the economic development efforts of the

communities that UNS Electric serves. Staff must recognize that the construction industry

is a major driver of the local economy in rural communities such as Kingman, Lake Havasu

A.

A.

9
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Surrebuttal Testimony of Bing E. Young
Docket No. E-04204A-06-0783
Page 3

1 Q-

2

3

Does Mr. Ferry's explanation of UNS's proposed Section 6.2.a of its Rules and

Regulations (related to carryover poles and service drops) change Staff's

recommendation related to the issue of the line extension tariffs?

4 A.

5

6

7

No. Eve n if it we re  true  (which S ta ff doe s  not ne ce s s a rily conce de ) tha t UNS ' propos e d

re vis ions  in S e ction 6 of the  P ropos e d S e rvice  Line s  a nd Es ta blis hme nts  e s s e ntia lly ne ts

out or ba la nce s  out the  cha nge s  UNS  propose s  for the  incre a se  in fre e  foota ge  a llowa nce

in S e ction 9, this  is  e s se ntia lly a  moot point, give n S ta rt's  pos ition.

8

9

10

11

12

Staff agrees with Mr. Ferry's statement that "growth should pay for growth." Certainly

one of the easiest and cleanest means by which we can assure that growth help pays for

growth is to require developers and new customers to pay the actual costs that UNS must

incur to extend its distribution system in order to provide service.

13

14

15

16

17

Give n the  a s tronomica l growth ra te s  of five  to s e ve n pe rce nt be ing e xpe rie nce d in both of

UNS ' s e rvice  te rrito rie s ,  it is  d ifficu lt to  ima g ine  tha t S ta ffs  p ropos a l po licy cha nge  o f

e limina ting  fre e  foota ge  a llowa nce s  will ha ve  a ny "fa r-re a ching , ne ga tive  impa c t(s ) on

de ve lopme nt in (UNS ') s e rvice  te rritorie s , " a s  Mr. Fe rry ha s  te s tifie d.

18

19 Q. Does this conclude your Surrebuttal Testimony?

20 A. Ye s , it doe s .
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Page 1291

It's my

I would

As long

would like to be able to see the new exhibits.

understanding that Mr. Smith hasn't seen those.

like to have him have a chance to peruse those.

as he's all right with that, Staff will not have an

objection.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

ALJ WOLFE: That would be fine.

MR. GELLMAN: That's fine. We did hand out

copies yesterday to Ms. Scott, but I have other copies.

ALJ WOLFE: Okay.

MR. GELLMAN: Your Honor, if it makes it easier,

we will wait and I'll reoffer them at the end of the day.

ALJ WOLFE: That sounds like a really good idea.

I just want to make sure that he gets a copy. Okay.

(MR. JERRY ANDERSON WAS DULY SWORN.)

MR. GELLMAN: Your Honor just to clarify, I

believe Mr. Anderson also got a copy. But again, I'm

not -- I'm just trying to note that for the record.

THE WITNESS! I did.

MR. TORREY: Then I'll ask Mr. Anderson, if I

could, have you had a chance to review the documents?

THE WITNESS: Actually, I have reviewed it, But

my testimony makes it kind of moot because I'm actually

advocating elimination of the free line extension policy.

MR. TORREY: Your Honor, with that, I don't have

any objection to the admission of those exhibits.
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9/21/2007
Vol. VII
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Page 1301

Q.

Let me show it to

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Exactly.

Staff's profiled testimony, and I believe what

you just stated in your summary also, recommends the

complete elimination of free footage. That is still

Staff's position?

A. It is, yes.

Q. Is it Staff's intent to exempt UNS Electric from

the economic feasibility studies required by the Arizona

Administrative Code also? Specifically, it's Rule

14-2-207.C.

A. Quite honestly, the Staff attempted to make a

study of this and requested some information from the

company in terms of the dollars that might have been

collected had there been no free footage over the last

several years, and the company was unable to come up with

those dollars. And so for that reason, Staff was not able

to do what you would really call a very formal study.

But Staff does kind of look at the elimination of

free line extensions as kind of a first step in the

direction of hook-up fees.

ms. LIVENGOOD: Your Honor, may I approach the

witness just briefly to show him the Arizona

Administrative Code?

ALJ WOLFE: Yes.

ms. LIVENGOOD: I'm sorry.

UNS Electric / Rates
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1

2

Q. Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony? Q
s

Yes, it does .

i3

4 v . REBUTTAL TO STAFF WITNESS BING E. YOUNG.

Q. Do  yo u  ag ree  with  Mr. Yo u n g 's  te s timo n y reg a rd in g  lin e  exten s io n  ta riff ch an g es ?

No. The  re comme nde d cha nge s  propose d by the  Compa ny we re  ma de  to cla rify la ngua ge

to  a vo id  c us tom e r c on fus ion  a bou t c u rre n t la ngua ge ,  upda te  po lic ie s  to  fo llow the

Commiss ion's  rule s  and to be  more  cons is tent with UNS  Gas  and TEP  rule s  a s  appropria te .

S ubsection 6.2.a . of the  Rule s  and Regula tions  was  changed to a llow only one  span of wire

from  e xis ting  fa c ilitie s  to  the  cus tom e r's  poin t of s e rv ice .  The  Com pa ny s ugge s te d  a

re duction in the  s e rvice  line  e xte ns ion policy which curre ntly a llows  150 fe e t of s e rvice

wire  a nd one  ca rryove r pole . This  cha nge  would re cognize  tha t e a ch cus tome r will ha ve  a

s e rvice  drop, but if a n individua l de s ire s  to loca te  the ir point of s e rvice  furthe r from the

line s  tha n one  spa n, the y should pa y for the  longe r line . The re fore , Mr. Young's  s ta te me nt

tha t the  Compa ny is  propos ing a n incre a se  in the  foota ge  is  not corre ct. In S ubse ction 9.D.

of the  Rule s  a nd Re gula tions  the  Compa ny propos e d combining the  curre nt dis tribution

line  foota ge  a llowa nce  of 400 foot with a  se rvice  a llowa nce  of 100 fe e t for the  tota l of 500

foot pe r cus tome r, the  combine d tota l be ing 50 foot a nd one  ca rryove r pole  le ss  tha n wha t

is  curre ntly a llowe d pe r cus tome r.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

Furthe r,  Mr.  Young m us t re cognize  die  im pa c ts  h is  propos a l will ha ve .  The  Com pa ny

be lie ve s , ge ne ra lly, tha t growth should pa y for growth. But we  a lso fe e l tha t growth is , in

fa ct, good for the  communitie s  we  se rve . Re moving the  fre e  foota ge  a llowa nce  would be  a

ma jor shift in policy, which would be  contra ry to the  e conomic de ve lopme nt e fforts  of the

communitie s  tha t UNS  Ele ctric se rve s . S ta ff mus t re cognize  tha t the  cons truction indus try

is  a  ma jor drive r of the  loca l e conomy in rura l communitie s  such a s  Kingman, Lake  Havasu
I

9

A.

A.

r

E
I
I
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1 Q Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony

Yes. it does

REBUTTAL TO S TAFF WITNES S  BING E . YOUNG

6 Q Do you agree  with  Mr. Young's  te s timony regarding line  extens ion ta riff changes

No. The  recommended changes  proposed by the  Company were  made  to cla rify language

to  a void  cus tome r confus ion  a bout curre nt la ngua ge , upda te  polic ie s  to  fo llow the

Commission's  rules  and to be  more  consis tent with UNS Gas and TEP rules  as  appropria te

Subsection 6.2.a . of the  Rules  and Regula tions was changed to a llow only one  span of wire

from e xis ting fa cilitie s  to the  cus tome r's  point of s e rvice . The  Compa ny s ugge s te d a

re duction in the  s e rvice  line  e xte ns ion policy which curre ntly a llows  150 fe e t of s e rvice

wire  and one  ca rryove r pole . This  change  would recognize  tha t each cus tomer will have  a

s e rvice  drop, but if a n individua l de s ire s  to loca te  the ir point of s e rvice  furthe r from the

lines  than one  span, they should pay for the  longer line . There fore , Mr. Young's  s ta tement

tha t the  Company is  proposing an increase  in the  footage  is  not correct. In Subsection 9.D

of the  Rule s  a nd Re gula tions  the  Compa ny propose d combining the  curre nt dis tribution

line  footage  a llowance  of 400 foot with a  se rvice  a llowance  of 100 fee t for the  tota l of 500

foot pe r cus tomer, the  combined tota l be ing 50 foot and one  ca rryover pole  le ss  than wha t

is  currently a llowed per cus tomer

Further, Mr. Young must recognize  the  impacts  his  proposal will have. The Company

believes, generally, that growth should pay for growth. But we also feel that growth is, in

fact, good for the communities we serve. Removing the free footage allowance would be a

major shift in policy, which would be contrary to the economic development efforts of the

communities that UNS Electric serves. Staff must recognize that the construction industry

is a major driver of the local economy in rural communities such as Kingman, Lake Havasu

9



1 City and Nogales . UNS  Ele ctric 's  policy of re quiring de ve lope rs  to  a dva nce  funds

2

3

4

5

ne ce s s a ry to ins ta ll e le ctric fa cilitie s  with re funds  only ma de  for pe rma ne nt cus tome r

a dditions  e limina te s  the  ris k to othe r ra te  pa ye rs  a nd the  Compa ny. We  be lie ve  tha t

e limina ting the  opportunity for deve lope rs  to recove r advances  to the  Company made  for

e le ctric fa cilitie s  could ha ve  fa r-re a ching, ne ga tive  impa ct on de ve lopme nt in our se rvice

6 territories.

7

8 Q.

9

1 0

11

Do you agree  with  Mr. Young 's  te s timony rega rding b ill e s tima tion?

The  Compa ny is  not a wa re  of "cus tome r confus ion" a bout the  curre nt me thodology of

es tima ting bills , but is  open to reviewing policie s  to address  the  new cha llenges  presented

to UNS Electric and its  cus tomers  when time-of-use  billing is  offe red to a  la rge r cus tomer

1 2 base.

1 3

1 4 Q. Does that conclude your rebuttal to Mr. Young's Direct Testimony?

15 Ye s , it doe s .

16

17 v. REBUTTAL TO S TAFF WITNES S  S TEVE TAYLOR.

18

19

20

Q. Mr. Ferry, please summarize your view of the direct testimony filed by Steve Taylor

on behalf of staff.

21 The Company genera lly agrees with recommendations made  by Mr. Taylor.

22

23 Q. Do you have any comments regarding reliability suggestions made by Mr. Taylor?

24

25

26

Ye s ,  I d o . Mr. Ta ylor no te d  in  h is  Dire ct 'Te s timony tha t UNS  Ele ctric 's  Moha ve

ope ra tions  s hould cons ide r improving re lia bility tra cking. In re s pons e , UNS  Ele ctric in

Mohave  is  upda ting our Globa l Pos ition Sys tem/work orde r sys tem, which will include  the

27 implementation of an automated outage management system. This  will e na ble  the

A.

A.

A.

A.

1 0
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UNS  Ele c tric  In c .' s
P ro p o s e d  Ho o k Up  Fe e

Docket No. E. 04204-06-0783

Ru les  an d  Reg u la tio n s

Add:

Section 2, Definitions:

"Service Connection Contribution" - A non-refundable contribution in aid of construction
charged by the Company to an applicant to offset construction costs for a new electric
service connection.

Add:

Section 6. B. 2.

2. Service Connection Contribution

a. A Service Connection Contribution of $250.00 will be charged to an applicant for
each new electric service connection.

b. The Service Connection Contribution will be considered a non-refundable
contribution in aid of construction.

c. The Company will waive the Service Connection Contribution for single-family
residential service if the house is constructed in accordance with UNS Electric's
"Energy Smart Homes" efficiency standards or any successor home efficiency
program.

Renumber existing Sections 6.B.2 and 6.B.3.

nn<,7- dA
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21

14 the fee would be to provide the company with approximately

20 million and a half.

13 fee, I think you indicated that an approximate impact of

22 would the company's base rate increase then be reduced by

23 1.5 million?

12

19 assuming 6,000 service extensions, $250 each, that's a

17

16 hookup fees; correct?

11

15 1.5 million annually of pretax revenue based upon 6,000

18 aid of construction, which is different.

10 derived the S250?

7

9

8

2 $250?

3

5 upper

4

6

1

A.

A.

A.

A.

Q.

Q.

Q.

A.

Q.

Q.

Q.

Assuming that the proposed hookup fee was in

Well, it's not revenue.

No

During your description of the proposed hookup

And what amount would you be talking about as an

Do you have any work papers showing how you

If that amount were approved in this proceeding,

Yes

I don't know.

I couldn't tell you that.

Page 1064

Is it possible that it could go a lot higher than

ceiling?

It's a contribution in

But yes,

8



13

12 dollars pretax.

20 under our line extension tariff, and this is intended to

22

16

15 January 1?

14 the fee to date in 2007 if the fee had been in effect on

23

17

21 complement that tariff.

11 so it would come in a little bit less than a million

10 you.

19

18 represent additional revenue to the company?

24 to a revenue.

25

7 of contributions in aid of construction.

5 This indicates that in 2004 we added approximately 4,000

8 looks like we added, oh, about 3,700 customers, so that

2 many hookups would have been subject to such a fee in each

3 year for 2004, 2005, and 2006?

4

9 would be a number slightly less than what I just quoted

6 customers, so that would bring in about a million dollars

1 existence starting January 1, 2004, can you estimate how

A.

A .

A.

A.

Q.

Q.

Q.

Q.

2006, it looks like we added about 3,800 customers,

aw ./ \,v»uw

No.

How many hookup fees would have been subject to

Okay .

Since the $250 is nonrefundable, wouldn't this

I don't know.

So is it correct that some of the items included

It's treated as a reduction to plant as opposed

I'm looking at Page 15 of my rebuttal testimony.

.. <®

It's treated the same way as contributions

In 2005, it

Page 1065
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13 and the line extension at that point

12 they're paying for the full footage of the service drop

14 no purpose

10

15

16 the company would need to collect less revenue from

20

17 existing customers and its proposed base rate increase

21 contribution in aid of construction, which is a source of

19 pro forma impact?

18 would need to be reduced, wouldn't it, to reflect the

23 effect to us would be a reduction in our net capital

22 funding of construction on a going-forward basis

24 expenditures going forward.

25 customer benefit in the next rate case because our net

2 extension?

5 under our proposed line extension tariff, there's a free

1 in the $250 hookup fee are also included in the line

4 proposal, under our existing line extension tariff and

9 proposing?

6 footage allowance for services

Q

What if that were to be eliminated?

No. I don't believe so

You mean along the lines of what staff is

You just have

No

If the hookup fee is implemented, you agree that

Well, then

you wouldn't charge an extra $250, because

Again, ;Lt's not a revenue

That would be reflected as a

Because under our

So this would serve

So the

Page 1066
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Page 1066

1 in the $250 hookup fee are also included in the line

2 extension?

3 A. No, I don't believe so Because under our

4 proposal, under our existing line extension tariff and

5 under our proposed line extension tariff, there's a free

6 footage allowance for services

7 Q. What if that were to be eliminated?

8 A. You mean along the lines of what staff is

9 proposing? Well, then

10 Q. You just have

11 A. you wouldn't charge an extra $250, because

12 they're paying for the full footage of the service drop

13 and the line extension at that point. So this would serve

14 no purpose.

15 Q. If the hookup fee is implemented, you agree that

16 the company would need to collect less revenue from

17 existing customers and its proposed base rate increase

18 would need to be reduced, wouldn't it, to reflect the

19 pro forma impact?

TO A. No Again, it's not a revenue. It's a

21 contribution in aid of construction, which is a source of

22 funding of construction on a going-forward basis So the

23 effect to us would be a reduction in cur net capital

24 expenditures going forward That would be reflected as a

25 customer benefit in the next rate case because our net
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12 is marked unsE-46.

ll shortest of the exhibits,

13 proposed hookup fee is

10

14

16 treated as a $250 contribution in aid of construction for

15 be treated as .-- a service connection contribution be

20 would also waive that fee with respect to any connection

17 each service extension that the company constructs,

18 whether it be underground or overhead.

19

22 reflect that?

21 to an Energy Smart home.

23

24 people to build energy efficient homes

25

2 afternoon

3 hookup fee, but I did circulate it to Staff and to RUCO

7 have a copy of 43 through 45.

4 late yesterday afternoon.

5 you as well.

1

8

9 those?

6

A.

Q.

Q-

A.

Q.

ALJ WOLFE;

Well,

MR •

I did docket the UNSE-43 through 45 yesterday

Mr.

Yes,

So effectively,

(BY MR.

I have not yet formally docketed the proposed

PATTEN :

Pignatelli had indicated that UNS Electric

I don't believe you have that.

it does

as it says on here,

PATTEN )

Could you briefly describe what the

I don't have a copy of that.

Anybody else need a copy of any of

"°b&ma

It provides an incentive for

the proposal is a contribution of

Mr. Grant,

the proposed hookup fee, which

Does this proposed hookup fee

And I have a copy of that for

$&4?»si2A*4'>@>6.?'><1%" " '

it's a -- it basically

let's start with the

Page 960
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12 Service guidelines

ll to pay income taxes on that amount under Internal Revenue

13

10 to help us fund that construction.

15

14

16 number of Energy Smart homes;

18

17

19 docket on hookup fees pending in front of the Commission

20 for electric companies?

21

23 to actually have a hookup fee adopted until that generic

22

24 docket is concluded and there's formal guidance from the

25 Commission?

2 is that correct?

1 $250 for each service connection on a going-forward basis;

3

4

7

8 to 6,000 service line extensions,

5 service area,

6 for UNS Electric on an annual basis?

9 roughly one-and-a-half million dollars on a pretax basis

A.

A.

A.

Q.

Q.

A.

Q.

A.

Q.

Q.

And approximately what would that income tax be?

Yes

And the amount may be less if there's a large

Given the estimated growth in UNS Electric's

Roughly 40 percent of that amount

Mr. Grant,

If we add 6,000 customers, which roughly equates

Yes.

And would it be the company's preference to wait

Yes,

how much additional funds does this create

I am.

you're aware that there's a generic

is that correct?

that would bring in

However, we would have

Page 961
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11 to pay income taxes on that amount under Internal Revenue

14

13

12 Service guidelines.

15

16 number of Energy Smart homes; is that correct?

20 for electric companies?

10 to help us fund that construction.

22

21

24 docket is concluded and there's formal guidance from the

17

18

19 docket on hookup fees pending in front of the Commission

23 to actually have a hookup fee adopted until that generic

25 Commission?

7

8 to 6,000 service line extensions,

2 is that correct?

5 service area, how much additional funds does this create

4

9 roughly one-and-a-half million dollars on a pretax basis

3

1 $250 for each service connection on a going-forward basis;

6 for UNS Electric on an annual basis?

A.

A.

A.

Q.

A.

Q.

A.

Q.

Q.

Q.

And approximately what would that income tax be?

And the amount may be less if there's a large

Roughly 40 percent of that amount .

Mr. Grant,

Yes .

And would it be the company's preference to wait

Yes.

Yes,

Given the estimated growth in UNS Electric's

If we add 6,000 customers, which roughly equates

I am.

you're aware that there's a generic

that would bring in

*3a4?3*"dW F$/ 4941/k&»4 4 9 4 9 4

However, we would have
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$399 is aaaa=asae 4 @ 4 ¢ =¢¢aa8;~

12

13 turn to exhibits UNSE-43 through 45

25 resource available to the company

20 UNSE~43 through 45.

23 pricing assumptions after June of 2008,

22 to the average overall retail rate under different gas

11

10

14

21

15 request to present some schedules that would indicate the

16 potential impact of the new purchased power and fuel

17 adjustment clause;

24 a scenario where we have a solid fuel or coal-fired

18

19

7

8

2

4

3 in this docket,

1

5

9

6 admission of UNSE~46.

A.

Q-

A.

A.

A.

Q.

Q.

And during the course of the hearing,

ALJ WOLFE :

Well,

MR •

ALJ WOLFE :

ms I

Yes

Could you describe what is included in Exhibits

MR I

But if there is a need for a proposed hookup fee

That's the company's preference,

Yes,

(BY MR.

(Exhibit No. UNSE-46 was received into evidence.)

POZEFSKY :

SCOTT :

PATTEN :

it does

Exhibit 43 provides a summary of the impact

UNSE-46 represents that proposal?

PATTEN )

is that correct?

No objection.

UNSE-46 is admitted.

Is there any objection?

All right.

No objection,

All right.

Your Honor,

So that's a quick

Mr. Grant,

Your Honor.

and also includes

yes

I move

there was a

Page 962
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1

2

Q.

3

4

Wh y is UNS Elec tric  propos ing this  change?

UNS Electric is  propos ing this  change  due  to the  addition of new re sources  and contracts

to re pla ce  the  e xis ting PWCC PSA. A portion of UNS Ele ctric's  supply will be  purcha se d

in the  s hort-te rm ma rke ts  re quiring a  me cha nis m tha t ca n re a ct a nd a djus t the  ra te s  to

re fle ct a ctua l cos ts  incurre d by the  Compa ny. More ove r, with the  a ddition of ge ne ra tion

owne d by UNS  Ele ctric, cha nge s  in fue l cos ts  e xpe rie nce d by the  Compa ny s hould be

re iiected through the  PPFAC.

Q- Why are you requesting a 12-month rolling average?

The  12-month rolling ave rage  provides  a  leve l of price  smoothing to our cus tomers  to he lp

mitiga te  extreme price  changes  tha t may be  only short te rn in na ture .

Q. Is there any precedence for this type of mechanism?

Ye s . The  curre nt P urcha s e d  Ga s  Adjus te r ("P GA") Me cha nis ms  for UNS  Ga s  a nd

Southwest Gas Corpora tion both have  a  12-month rolling average  auto-adjusting fea ture .

Q~

AA.

When would this  PPFAC change become effec tive?

UNS  Ele ctric propos e s  tha t the  ne w P P FAC Me cha nis m be gin .Tune  1, 2008 upon the

expira tion of the  PWCC PSA with a  phase -in pe riod for the  firs t s ix months .

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Please describe the phase-in period.

In orde r to provide  a  more  curre nt P P FAC ra te  a nd pre ve nt the  a ccumula tion of a  la rge

positive  or nega tive  PPFAC bank ba lance  tha t will need to be  recovered/re tumed through a

potentia lly la rge  surcharge  or credit, UNS Electric proposes  tha t the  PPFAC Rate  be  based

on the  las t 6 months  average  fue l and purchased power costs  charged to the  PPFAC bank

and the  base  power supply ra te  s tarting June  1, 2008 and adding an additional month in the

ave rage  each month until a  l2-month ave rage  is  be ing used. For example , for July, 2008

A.

A.

A.

A.

1 9
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Docket No. E-04204A-06-0783
Page 80

1

2

3

4

volatile energy markets, and is therefore responsive to the issue of managing volatility.

However, when addressing the rolling average issue in the recent APS case, Staff had two

concerns: (1) that such an approach could actually increase deferrals, and (2) that very

frequent rate changes could increase customer confusion and cause negative customer

reactions, 115

7 Q. In the APS rate case, did Staf f  recommend an alternative to the use of a rolling

8

9 A.

10

11

12

13

14

15

16

average approach?

Yes. In the  AP S  ra te  ca se , S ta ff re comme nde d a  P la n of Adminis tra tion de s igne d to

provide  for die  re cove ry of a ctua l, prude ntly incurre d fue l a nd purcha se d powe r cos ts ,

ba se d on thre e  compone nts : (1) a  forwa rd com pone nt (ba s e d on fore ca s t fue l a nd

purchased power cost), (2) an his torica l component (which tracks the  diffe rences be tween

actua l and recovered costs), and (3) a  transition component (which provides  for recovery

o f ba la nc e s  a ris ing  unde r the  p rov is ions  o f the  p re v ious  powe r s upp ly re c ove ry

me cha nism). The  de ta ils  of S ta ir's  proposa l in the  AP S  ca se  a re  more  iillly pre se nte d in

the  P lan of Administra tion, tha t I have  presented for ease  of re ference  in Attaclnnent RCS-

A 1217

18

19 Q.

20

Does Staff suggest that an alternative arrangement for a UNS Electric PPFAC that

combined similar elements?

2 1

22

23

24

Ye s . While  the  s pe cific  de ta ils  would ne e d to be  ta ilore d to UNS  Ele ctric 's  pa rticula r

s itua tion, S ta y be lie ve s  tha t a  ne w P P FAC me cha nism for UNS  Ele ctric tha t conta ins

ma ny of the  sa me  e le me nts  in the  ANS  P S A P la n of Adminis tra tion could be  worka ble ,

and could provide  benefits to UNS Electric and its ra tepayers.

6

ll See, e.g., Docket No., E-01345A-05-0816, Supplemental Testimony of John Antonuk, at pages 23-24.
Hz As noted above in my testimony, this attaclunent isthe most current iteration off he Plant of Administration for the
APS PSA and does not yet reflectOr incompcuate theCcm1mission.'s determinations 'm the APS rate case regardingthe
90/19 sharing or the 4 rails perkph annualbandwidth pmovisioiis.

A.
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Page  S t

1 Q- Do you agree with UNS Electric's proposal for recognition of carrying costs on the

PPFAC bank balances?2

3

4

I a gre e  in ge ne ra l dla t providing for ca rrying cos ts  on de fe rre d P P FAC ba Nk ba la nce s

prospective ly would be  appropria te .

5

6 Q-

7

8

What interest rate should be applied to the monthly PPFAC bank balance?

Staff recommends using an interest rate, based on the one-year Nominal Treasury

Constant Maturities rate contained in the Federal Reserve Statistical Release, H-15,

9 a pplie d e a ch month to the  pre vious  month's  ba la nce . This  is  e s s e ntia lly the  s a m e

10

11

12

recommendation for the carrying cost rate that Staff proposed in the ANS PSA Plan of

Administration.'3 The interest rate is adjusted annually on the first business day of the

calendar year in the same manner as the customer deposit rate.

13

14 Q.

15

16

18

19

How does the carrying cost rate Staff recommends compare with UNS Electric's

proposed interest rate for customer deposits?

As shown on Exhibit TIF-1 to Direct Testimony of Thomas J. Ferry, in the red-lined

version of the Rules and Regulations, page 16 of 109, section 3, UNS Electric has

proposed in its rate case to use the one-year Treasury constant matudties rate for customer

deposits. This is the same interest rate that Staff recommends be applied to compute

20 carrying charges on the monthly PPFAC bank balances,

1.7

A.

A.

A.

13
See, e.g., Attachment RCS- pages  19, 11 and 13 of the Staff Proposed Plan of Administration.4
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1 Q-

2

Please comment regarding the Company's proposal for increasing the PPFAC bank

balance threshold to $10 million, with an automatically instated surcharge or credit

to return the balance over the next twelve months.3

4

5

6

8

9

The  $10 million thre shold is  not obje ctiona ble , ta ke n by itse lf MI. De Concini s ta te s , on

page  20, tha t the  Company's  proposed new thre shold leve l of $10 million was  ca lcula ted

a s  10 pe rce nt of te s t ye a r fue l a nd purcha se d powe r cos ts  a nd rounde d to the  ne a re s t

million dollms. Mr. DeConci1'1i a lso indica te s  tha t this  highe r leve l will mitiga te  the  need

for fre que nt filings  tha t might othe rwis e  occur due  to s hort-te rm cha nge s  in flie s  a nd

purchased power prices .

1 0

11

12

13

1 4

15

16

Staff does not object to the proposal by UNS Electric that a PPFAC bank balance

exceeding $10 million should trigger a filing. However, Staff recommends that the filing

be more than informational, that the period over which the bank balance is amortized into

rates be left to the discretion of the Commission rather than be pre-mandated at 12

months, and that the surcharge not automatically become effective without Commission

approval.

1 7

1 8

1 9

20

2 1

.I also note that if a new PPFAC for UNS Electric is adopted that is similar to the APS

PSA Plan of Administration, but tailored. to UNS Electric's circumstances, this would

provide for an appropriate tiling and review process, and would avoid automatic rate

changes occurring without Commission approval.

22

ZN Q_ W h a t Id n d s  o f filin g  a n d  re p o rt in g  s h o u ld  b e  re q u ire d  fo r UNS  E lc c tr ' ic 's  n e w

P P FAC me cha nis m?24

25

26

7

A. Staff recommends that filing and reporting be required for a new UNS Electric PPFAC

mechanism Similar to those set forth in the APS PSA Plan of Administration, with such
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1

2

elements as the .amlud reporting period and specific information to be filed being

appropriately tailored to fit 0NS E1ec1Iic's situation.

3

4 Q-

5

6

What effective date does UNS Electric propose for a new PPFAC mechanism?

As stated on page 19 of Mr. DeConcini's direct testimony, UNS Electric proposes that the

new PPFAC Mechanism begin .Tune 1, 2008 upon the expiration of the PWCC PSA.

7

8 Q- Does Staff agree that a new PPFAC mechanism for UNS Electric should begin June

9

1 0

1 1

1 2

13

1 4

1, 2008?

Yes . While  S ta ff does  not agree  with the  specific new P P FAC mechanism tha t ha s  been

propose d by UNS  Ele ctric, a nd would pre fe r to se e  a  ne w P P FAC me cha nism for UNS

Ele c tric  tha t m ore  c los e ly corre s ponds  with  the  provis ions  of the  AP S  P S A P la n of

Adminis tra tion, S ta ff doe s  a gre e  tha t it would be  a ppropria te  for a  ne w P P FAC to be gin

June  1, 2008, to correspond with the  expira tion of the  PWCC PSA.

15

1 6

17

1 8

1 9

Has  the  Company p ropos ed  a  phas e-in  period  fo r its  new PPFAC?

Yes. Mr. DeConcini.' s  direct testimony a t pages 19-20 descnlbes the  Company's proposed

pha se -in pe riod, which would be  a pplica ble  for the  firs t s ix months  a fte r imple me nta tion

of the  mechanism beginning June 1, 2008.

20

2 1 Q-

22

23

Do es  S taff ag ree  with  th e  Co mp an y's  p ro p o s ed  p h as er?

No. S ta ff would pre fe r to ha ve  the  ne w P P FAC for UNS  Ele ctric  ba s e d on the  thre e

components (forwa rd, his torica l a nd tra ns ition) tha t S ta ff re ce ntly re comme nde d for the

AP S  P S A P la n of Adm inis tra tion. The  com bina tion of the  his torica l a nd tra ns ition24

25

A.

A.

A.

Q.

A.

components, which would need to be tailored to fit UNS Electric's particular
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1 circumstances, is believed to be sufficient to address issues related to tfansidoning Rom

2 the  Company's  old PPFAC to a  new PPFAC.

4 Q- What principal features should be considered in the design or modification of UNS

Electrie's fuel and purchased power adjustment mechanism ?

6 A.

7

8

9

1 0

1 1

The following fea tures should be  considered:

The re  s hould be  Com m is s ion re vie w of propos e d cha rge s  be fore  the y be com e

applicable . Th e  C o m p a n y"s  c u rre n t P P F AC  a lre a d y d o e s  th is  b y re q u irin g

Commission approva l of any PPFAC ra te  changes before  they a re  implemented. The

Compa ny's  propose d ne w P P FAC would e limina te  this  provis ion by providing for

a utoma tic ra te  cha nge s  to occur without Commiss ion re vie w of propose d cha rge s

1 2

13

before they become applicable.

There should be a clear provision for the reconciliation of revenues and costs. The

14

15

1 6

curre nt P P FAC provide s  for a  type  of re concilia tion in the  P P FAC ba nk ba la nce

accounting, whereby fue l and purchased power expenses  a re  ma tched with the  base

ra te  powe r supply a nd P P FAC re ve nue s  unde r which the  Compa ny re cove rs  such

costs.17

1 8 There should be an opportunity for an independent Commission review of prudence

and reasonableness in all areas that dive the costs collected under the PPFAC. The19

20

2 1

22

23

24

25

26

3

5

content of these reviews and the issues they address should be subject to examination

and comment by the affected- stakeholders. The ultimate purpose of such reviews is

to enable the Commission to make an informed determination of what, if any, costs

resulted f rom inef fective or imprudent uti l i ty performance, and what, i f  any,

adjustments should be made to future recoveries and over what periods of time.

The PPFAC should provide a reliable mechanism for assuring reasonably prompt

recovery of prudent and reasonable fuel and €I1ergy costs. Ideally, a well designed
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1

2

3

4

5

PPFAC would avoid situations where delayed recovery of prudent and reasonable

fuel and energy costs would have material financial consequences (e-g_, through

increased financing costs or restraints on access to financial resources). Put another

way, the PPFAC should, by providing for reasonably prompt recovery of prudent and

reasonable fuel and energy costs, help to maintain the utility's financial benchmarks

that promote the ability to secure financing at costs favorable to customers.

7

8 Q- Are there any other considerations?

9 Ye s . The CoMmission may want to include a provision designed to provide the utility

10

1 1

12

13

with an incentive to procure fuel and purchased power at the lowest cost consistent with

providing reliable electric service might be appropriate, although such provisions cart be

difficult to design in terms of providing the appropriate balance between facilitating

recovery of prudently 'incurred costs and structuring the incentives.

14

15 Q- Please summarize your recommendations concerning the development of a new

16 P P FAC m e c ha n is m  fo r  UNS  Ele c tr ic .

17

18

19

20

2 1

22

23

The  ne w P P FAC propos e d by UNS  Ele ctric  conta ins  obje ctiona ble  fe a ture s  s uch a s

a utoma tica lly a djus ting ra te s  without Commiss ion a pprova l a nd inclus ion of cos ts  tha t

would more  appropria te ly be  addressed in base  ra te s , ~as  we ll a s  ra is ing othe r concerns ,

a nd should the re fore  be  re je cte d. A ne w P P FAC for UNS  Ele ctric should be  de ve lope d

a long the  line s  of the  AP S  P S A P la n of Adminis tra tion S ta ff propose d for the  Arizona

P ublic  S e rvice  Com pa ny in Docke t Nos ., E-01345A-05-0816 e t a l,  a lte r a ppropria te

a djus tme nts  to fit UNS  Ele ctric 's  circums ta nce s . The  ne w P P FAC for UNS  Ele c tric

should become effective  June  1, 2008, upon expira tion of the  Company's  a ll requirements24

25 power contract with P WCC.

26

6

A.

A.
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1

2

3

4

RUCO witne s s  Ms . Dia z Corte z ge ne ra lly a gre e d with the  P P FAC the  Compa ny file d in

this  ca s e  with s ome  s ugge s te d modifica tions : 1) not a llowing the  Compa ny to include

Lette r of Credit fees , 2) placing a  cap of 6 mils  per year on the  amount tha t the  PPFAC can

increase , plus  requiring a  filing for recovery when a  $10 million bank threshold is  reached;

a nd 3) a  90/10 sha ring be twe e n cus tome rs  a nd sha re holde rs  of a ny fue l a nd purcha se d

power costs that exceed the base cost of fuel and purchased power.

In a ddition, the  Commis s ion re ce ntly a pprove d S ta ffs  propos e d me cha nis m for AP S  in

De cis ion No. 69963 (June  28, 2007), with some  modifica tions , a nd TEP  re ce ntly file d a

mechanism tha t was  deve loped a long the  lines  of S ta ffs  PSA proposa l for APS,.as  we ll a s

the  propos e d P la n of Adminis tra tion ("P OA") for AP S ' P S A. For the  fore going re a s ons

a nd upon furthe r inte rna l re vie w, UNS Ele ctric be lie ve s  tha t S ta ffs  propose d me cha nism

for AP S  will be  e ffe ctive  in mitiga ting the  vola tility in its  powe r supply a nd de live ry cos ts

and be lieves  a  s imila r mechanism is  pre fe rable  to wha t we  origina lly filed in this  case .

Q- Is  UNS  Ele c tric  p ropos ing  a  d iffe re n t Ba s e  Cos t o f Fue l a nd  P urc ha s e d  P owe r with

this  change in the  PPFAC methodology?

A. No. We  a re  propos ing to s e t the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r a s  origina lly

filed in this  ca se .
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Q. Are you proposing that a PPFAC rate be established to begin when the Pinnacle

West Capital Corporation wholesale Power Supply Agreement expires?

Ye s . The  full re quire me nts  purcha s e d powe r a gre e me nt with P WCC e nds  on Ma y 31,

2008. We are  proposing, as  outlined in the  Company's  proposed PPFAC POA a ttached as

Exhibit MJD-3, the  PPFAC Year begin June  IS( and end on May 31" of the  following yea r.

The  firs t full P P FAC Ye a r in which a  P P FAC ra te  would a pply would be gin on J une  1,

2008 a nd e nd on Ma y 31, 2009 ("2008 P P FAC Ye a r"). We  a re  a ls o propos ing tha t die

A.

8
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2

Q.

3

4

A.

What s pec ific  c ircums tances  make  a  s haring mechanis m es pec ia lly inappropria te  for

the  Company?

The  Compa ny is  s hifting from a  full re quire me nts  powe r s upply a gre e me nt to its  own

portfolio of ge ne ra tion a nd contra cts  to se rve  its  loa d. As  such, the  Compa ny ha s  only a

sma ll a mount of e xis ting ge ne ra tion in ra te  ba se  a nd is  re que s ting the  a ddition of BMGS

a s  I dis cus s e d e a rlie r. Eve n with the BMGS a ddition, the  Compa ny will ha ve  a  la rge r

re liance  on marke t power prices  for mid- and short-te rm gas  and power requirements  than

other utilitie s  in the  S ta te . While  the  Company has  both a  Resource  Procurement P lan and

a  Fue l and Purchased Power Hedging Poiicy to address  this , the re  is  invariably an amount

of re ma ining e ne rgy price  ris k. To give  a  his torica l pe rs pe ctive  to the  va ria tion in s pot

price s , I ha ve  include d the  P a lo Ve rde  a ve ra ge  monthly price s  for the  la s t 5 ye a rs  in

Exhibit MJ D-5. In a ddition, the  ne xt fe w ye a rs  will like ly bring a dditiona l re s ource s  a nd

contra cts  tha t ca nnot be  fore ca s te d a t th is  point in  time . If a  s ha ring me cha nis m is

ins titute d in this  curre nt e nvironme nt it will introduce  a dditiona l risk to the  Compa ny for

unde r-recove ry and additiona l risk to our cus tomers  for ove r-payment. This  additiona l risk

can trans la te  ultimate ly to higher cos ts  of power to our cus tomers  through increased credit

costs  from our supplie rs  as  well as  higher debt costs .

How are short-term off-system wholesale revenues treated?

Although UNS Electric does not anticipate substantial short-term off-system wholesale

revenue, to the extent they exist, UNS Electric will credit the revenues to the PPFAC.
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Q- Does the Company's proposed POA demonstrate how all of the PPFAC Components

would be calculated?

Ye s . The  P OA (Exhibit MJ D-3) provide s  a ll the  de ta ils  a s  to how the  P P FAC ope ra te s ,

wha t s pe cific fue l a nd e ne rgy cos ts  would be  include d from s pe cific FERC a ccounts ,

a pplica ble  inte re s t ra te s  to a pply a nd othe r spe cifics  a bout the  UNS  Ele ctric's  propose d

A.
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1. GENERAL DES CRIP TION

This document describes the plan for administering the Purchased Power and Fuel Adjustment
Clause ("PPFAC") the Arizona Corporation Commission ("Commission") approved for UNS
Electric,  Inc. ("UNSE") in Decision No. XXXXX [DATE]. The PPFAC prov ides for the
recovery of fuel and purchased power costs from the date of that decision forward.

The PPFAC described i181 this Plan of Administration ("POA") uses a fowvard-looking estimate
of iilel and purchased power costs to set a rate that is then reconciled to actual costs experienced.
This POA describes the application of the PPFAC.

2. DEFINITIONS

Applicable Interest - Based on one-year Nominal Treasury Constant Maturities rate contained in
the Federal Reserve Statistical Release H-15.

Base Cost of Fuel and Purchased Power - An amount generally expressed as a rate per kph,
which reflects the fuel and purchased power cost embedded in the base rates as approved by the
Commission in UNSE's most recent rate case. The Base Cost of Fuel and Purchased Power
revenue is the approved rate per kph times the applicable sales volumes. Decision No. XXXXX
set the base cost at $X.XXX.X per kph effective on [DATB].

Forward Component -An amount expressed as a rate per kph charge that is updated annually on
June 1 of each year and effective with the first billing cycle in June. The Forward Component for
the PPFAC Year will adjust for the difference between the forecasted fuel and purchased power
costs expressed as a rate per kph less the Base Cost of Fuel and Purchased Power generally
expressed as a rate per kph embedded in UNSE's base rates. The result of this calculation will
equal the Forward Component, expressed as a rateper kph.

Forward Component Tracking Account - An account that records on a monthly basis UNSE's
over/under-recovery of its actual costs of fuel and purchased power as compared to the actual
Base Cost of Fuel and Purchased Power revenue and Forward Component revenue; plus
Applicable Interest. The balance of this account as of the end of each PPFAC Year is, subject to
periodic audit, reflected in the next True-Up Component calculation. UNSB tiles the balances
and supporting details underlying this Account with the Commission On a monthly basis via a
monthly reporting requirement.

Mark-to-Market Accounting - Recording the value of qualifying commodity contracts to reflect
their current market value relative to their actual cost.

Native Load - Native load includes customer load in the UNSE control area for which UNSEhas
a generation service obligation.

PPFAC - The Purchased Power and Fuel Adjustment Clause approved by the Commission in
Decision No. XXXXX that tracks changes in the cost of obtaining power supplies based upon

i
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forward-looking estimates of fuel and purchased power costs that are eventually reconciled to
actual costs experienced as described herein.

P P FAC Ra te  - The  combina tion of two ra te  compone nts , the  Forwa rd Compone nt a nd True -Up
Component.

PPFAC Year - A consecutive 12-month period beginning each June 1 and lasting through May
31 the following year. The PPFAC will initially be set to zero on the date the Commission issues
a decision in this proceeding (Decision No. XXXXX). The first year of the PPFAC will begin
on June 1, 2008 and end on May31, 2009.

Svstem Book Fuel and Purchased Power Costs - The costs recorded for the till and purchased
power used by UNSE to serve both Native Load and off-system sales, less the costs associated
with applicable special coNtracts and Mark-to-Market Accounting adjustments. Wheeling costs
and broker's fee are included

Off-System Wholesale Sales Revenue - The revenue recorded from sales made to non-Nadve
Load customers, for the purpose of optimizing the UNSE system, using UNSEE-owned or
contracted generation and purchased power, less Mark-to-Market Accounting adjustments.

Traditiona l S a les-for-Resa le ; The  portion of loa d firm Na tive  Loa d whole sa le  cus tome rs  tha t is
se rved by UNSE.

True-Up Component - An amount expressed as a rate per kph charge that is updated annually
on June 1 of each year aNd effective with the first billing cycle in June. The purpose of this
charge is to provide fore true-up mechanism to reconcile any over or under-recovered amounts
from the preceding PPFAC Year tracing account balances to be refunded/collected from
customers in the coming year's PPFAC rate.

True-Up Component Tracldng Account -. An account that records on a monthly basis the account
balance to be collected or refunded via the The-Up Component rate as compared to the actual
True-Up Component revenues, plus Applicable Interest, the balance of which at the close of the
preceding PPFAC Year is, subject to periodic audit, then ref lected in the next True-Up
Component calculation. UNSE Files the balances and supporting details underlying this Account
with the Commission on a monthly basis.

Wheeling Costs (FERC Account 565, Transmission of Electricitv by Othersl -Amounts payable
to others for the transmission of UNSE's electricity over transmission facilities owned by others.
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3. P P FAC COMP ONENTS

The PPFAC Rate will consist of two components designed to provide for the recovery of actual,
prudently incurred fuel and purchased power costs. Those components are:

1 . The Forward Component, which recovers or refunds differences between expected
PPFAC Yea (each June 1 through May 31 period shall constitute a PPFAC Year)
fuel and purchased power costs and those embedded in base rates.

2. The The-Up Component, which tracks the differences between the PPFAC Year's
actual fuel and purchased power costs and those costs recovered through the
combMadon of base rates and the Forward Component, and which provides for
their recovery during the next PPFAC Year.

The PPFAC Year begins on June 1 and ends the following May31. The inst hill PPFAC Year in
which the PPFAC rate shall apply wil l begin on June 1, 2008 and end on May 31, 2009.
Succeeding PPFAC Years will begin on each June l thereaiier.

For the period Hom when the Commission issued Decision No. XXXXX in this case - until June
1, 2008 - the Base Cost of Fuel and Purchased Power rate established 'm that decision will be in
effect.

On or before December 31 of each year, UNSE will submit a PPFAC Rate filing, which shall
include a proposed calculation of the components for the PPFAC Rate. This filing shall be
accompanied by supporting information as Staf f  determines to be required. UNSE wil l
supplement this Filing with The-Up Component filing on or before April l in order to replace
estimated balances with actual balances, as explained below.

A. Forward Component Description

The Forward Component is intended to refund or rwoverMe difference between: (1) the fuel and
purchased power costs embedded 'm base rates and (2) the forecasted fuel and purchased power
costs over a PPFAC Year that begins on June 1 and ends the following May 31. UNSE will
submit, on or before December 31 of each year, a forecast for the upcoming PPFAC year (June 1
through May 31) of its fuel and purchase power costs. It will alsosubmit a forecast of kph sales
for the same PPFAC year, and divide the forecasted costs by the forecasted sales to produce the
cents per kph unit rate required to collect those costs over those sales. The result of subtracting
the Base Cost of Fuel and Purchased Power Hom this unit rate shall be the Forward Component.

UNSE shall maintain and report monthly the balances in a Forward Component Tracking
Account, which will record UNSE's over/under-recovery of its actual costs of fuel and purchased
power as compared to the actual Base Cost of Fuel and Purchased Power revenue and Forward
Component revenue. This account will operate on a PPFAC Year basis (i.e. June l to the
fol lowing May 31), and i ts balances wi l l  be used to administer this PPFAC's True-Up
Component, which is described immediately below.

June 12, 2007 Page3
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Should an unusual event occur causing a drastic change in forecasted fuel and energy prices -
such as a hurricane or other calamity - UNSE has the discretion to apply for an adjustment to the
forward component. Such an adjustment would only last unti l May 31 and would not be
implemented unless approved by Staff and upon notice to the Commission.

B. True-Up Component Description

The Tale-Up Component in any current PPFAC Year is intended to refund or .recover the
balance accumulated in the Forward Component Tracking Account (described above) during the
previous PPFAC year. Also, any remaining balance from the True-Up Component Tracking
Account as of May 31 would roll over into the True-Up Component for the coming PPFAC year
starting June 1. The sum of projected Forward Component Tracking Account . and True-Up
Component Tracing Account balaNces on May 31 is divided by the forecasted PPFAC year
kph sales to detennine the True-Up Component for the coming PPFAC year.

UNSE shall maintain and report monthly the balances in a True-Up Component Tracking
Account, which will reflect monthly collections or refunds under the True-Up Component and
the amounts approved for use in calculating the True-Up Component.

Each annual UNSE filing on December 31 will include an accumulation of Forward Component
Tracking Account balances and True-Up Component Tracking Account . balances for the
preceding June through November and an estimate of the balances for December through May
(the remaining six months of the current.PPFAC Year). The UNSE filing shall use these balances
to calculate a preliminary True-Up Component for the coming PPFACYear. On or before April
l, UNSE will submit a supplemental Blind that recalculates the True-Up Component. This
recalculation shall replace estimated monthly balances with those actual monthly balances that
have become available since the December 31 tiling.

The December 31 tiling's use of estimated balances for December through May (with supporting
workpapers) is required to allow the PPFAC review process to begin in a way that will support
its completion beforeJune 1. The April l updating will allow for the use of the most current
balance information available before the PPFAC would go into effect. In addition to the April 1
update filing, UNSE monthly Slings (for the months of November through April) Of Forward
Component Tracldng Account balance information and True-Up Component Tracing Account
balance information will include a recalculation (replacing estimated balances with actual
balances as they become known) of the projected True-Up Component unit rate required for the
next PPFAC Year.

The The-Up Component Tracking Account will measure the changes each month in the True-
Up Component balance used to establish the current True-Up Component as a result of
collections under the The-Up Component in effect. It will subtract each month's True-Up
Component collections ham the True-Up Component balance.. The True-Up Component
Account will also include Applicable Interest on any balances. UNSE shall file the amounts and
supporting calculations and workpapers for this account each month.
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4 . CALCULA TION OF THE P P FAC RATE

The PPFAC rate is the sum of the two components; i.e., Forward Component and Tn1&Up
Component. The PPFAC rate shall be applied to customer bills. Unless the Cormnission has
otherwise acted on a new PPFAC rate by May 31, the proposed PPFAC rate (as amended by the
updated April 1 tiling) shall go into effect on June 1. The PPFAC rate shall be applicable to
UNSE's retail electric rate schedules (except those specifically exempted) and is adjusted
annually. The PPFAC Rate shall be applied to the custolner's bill as a monthly kilowatt-hour
("kwh") charge that is the same for all customer classes.

The PPFAC rate shall be reset on June l of each year, and shall be effective with the first June
billing cycle unless suspended by the Commission. It is not prorated.

5 . FILING AND P ROCE D URAL DE ADLINE S

A. December 31 Filing

UNSE shall tile the PPFAC rate with all Component calculations for the PPFAC year b¢si1=11i11g
on the next June 1, including all supporting data, with the Commission on or before December
31 of each year. That calculation shall use a forecast of kph sales and of fuel and purchased
power costs for the coming calendar year, with all inputs and assumptions being the most current
available for the Forward Component. The filing will also include the True-Up Component
calculation for the year beginning on the next June 1, with all supporting data. That calculation
will use the same forecast of sales used for the Forward Component calculation.

B. Ap r il 1  Filin g

UNSE will update the December 31 filing by April 1. This update will replace estimated
Forward Component Tracking Account balances, the True-Up Component Tracking Account
balances with actual balances and with more current estimates for those months (March, April
and May) for which actual data are not available. Unless the Commission has otherwise acted on
theUNSE calculation by June 1, the PPFAC rate that UNSE proposed will go into effect on June
1.

c. Additiona l Filings

UNSE will also file with the Commission any additional information that the Staff determines it
requires to verify the component calculations, account balances, and any other matter pertinent to
the PPFAC.

I
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D. Review Process

I

!
s
1

I

The Commission Staff and interested parties will have an opportunity to review the December 31
and April 1 forecast, balances, and supporting data on which the calculations of the two PPFAC
components have been based. Any objections to the December 31 calculations must be filed
within 45 days of the UNSE filing. Any objections to the April 1 calculations must be filed
within 15 days of the UNSE filing (i.e. by April 15.)

I
I
Il

E. Extraordinarv Circumstances

Should an unusual event occur that causes a drastic change in forecasted fuel and energy prices -
such as a hurricane or other calamity - UNSE will have the authority to request an adjustment to
the forward component reflecting such a change. Staff must review and either approve, modify
or deny UNSE's request within 30 days. This adjustment will only last until May 31, Or the end
of the current PPFAC Year.

6. VERIFICA TIONAND AUDIT

%

The amounts charged through the PPFAC will be subject to periodic audit to assure their
completeness and accuracy and to assure that all fuel and purchased power costs were incurred
reasonably and prudently. The Commission may, alter notice and opportunity for hearing, make
such adjustments to existing balances or to already recovered amounts as it finds necessary to
correct any accounting or calculation errors or to address any costs found to be unreasonable or
imprudent. Such adjustments, with appropriate interest, shall be recovered or refunded in the
True-Up Component for the following year (i.e. starting the next June 1.)

7 .  CALCULATIONS

A. Schedule 1: PPFAC Rate Calculation

Enter the appropriate effective periods for the Current and Proposed PPFAC columns and then
complete the following in each respective column:

1.
2.
3.
4.

On Line 1, enter the Forward Component from Schedule 2, L`me 8.
On Line 2, enter the True-Up Component Horn Schedule 4, Line 5.
On Line 3,enter the sum of L̀ 1nes 1 and 2 to cadcudate the total PPFAC Rate.
Calculate the Increase/(Decrease)in rates and % Change byrespective lines :
Proposed Rates Less Current Rates equals Increase/(Decrease) with result divided
by Current Rate to determine % of Increase/(Decrease).

Reflect notes as appropriate.

I
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B. Schedule 2: PPFAC Forward Component Rate Calculation

I
I

5
I

Enter the appropriate effective periods for the Current and Proposed PPFAC columns and then
complete the following in each respective column :

l. On Line 1, enter the Projected Fuel and Purchased Power Costs for the coming
year.

2. On Line 2, enter 90% of the Projected Off-System Sales Revenue (entered as a
negative value) for the coming year.

3. On Line 3, enter the PPFAC Adjustments to Fuel and Purchased Power Costs for
the coming year.

4. On Line 4, enter the sum of Lines l through 3 to arrive at the Net Fuel and
Purchased Power Costs. ,

5. On Line 5, enter the Projected Native Load Sales MWI1), including Wholesale
Native Load Customers for the coming year.

6. On Line 6, enter the derivation of the Net Fuel and Purchased Power Costs
divided by the Projected Native Load Sades to arrive at the Projected Average Net
Fuel Cost per kwlh.

7. On Line 7, enter the Authorized Base Cost of Fuel and Purchased Power Rate per
k p h .
On Line 8, enter the sum .of Line 6 less Line 7 to arrive at the Forward
Component rate per kph; and then carry forward resultant value to Schedule 1,
Ling 1.

8.

Reflect notes as appropriate.

C. Schedule 3: Forward Component Tracking Account

Enter the appropriate: effective dates for the PPFAC Forward Component cturendy being
tracked; year for the column headed "Cycle Bil l ing Month"; and Base Rate and Forward
Component in columns h and i. On lines 1 through 12 under the Cycle Billing Month, January
through December for each respective column complete the following: . .

1. On Lines 1 to 12, enter the monthly PPFAC Retail Energy Sales (Mwh) and the
monthly Wholesale Native Load Energy Sales in columns a and.b, respectively.
The sum of columns a and b equals the Total Native Load Energy Sales in colmnn
c. Currently, Wholesale Native Load Energy Sales include Traditional Sales-for-
Resale and any Supplemental Sales.

2. On Lines 1 to 12, enter the monthly System BOok Fuel and Purchased Power
Costs and 90% of the monthly System Book Off-System Sales Revenue in
columns d and e, respectively:

The sum of column d minus e equals the monthly Net Native Load Power
Supply Costs in column f.
The off-system sales margin is embedded in the Net Native Load Power
Supply Cost. The costs associated with the off-system sales are included in the
System Book Fuel and Purchased Power Costs.

i
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When the System Book Off-System Sales Revenue is subtracted from the
System Book Fuel and Purchased Power Costs, the difference between the
off-system sales costs and revenue ends up in the Net Native Load Power
Supply Cost. That difference is the off-system sales margin.
A list of the items included 'm the PPFAC sales and costs described above will
be included in the PPFAC reporting schedules Bled with the Commission each
month.

I

I
I
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3. On LineS 1 to 12, calculate the PPFAC Retail Power Supply Costs, column g by
dividing the PPFAC Retail Energy Sales 'm column a by the Total Native Load
Energy Sales in column c, then multiply the product by the Net Native Load
Power Supply Costs in column £

4. ON Lines 1 to 12, calculate the amount recovered via the Commission approved
embedded base fuel and purchased power rate by multiplying the Retail Energy
Sales in column a by the Commission approved Base Cost of Fuel and Purchased
Power rate entered in the above column heading the result which is entered in
column h. .

5. On Lines l to 12, calculate the amount recovered via the Forward Component rate
by multiplying said rate by the Retail Energy Sales in column a, the result which
is entered in column i.

6. On lines 1 to 12, calculate the respective level of (Over)/Under Collection in
column j by subtracting the Base Rate Power Supply Recovery and the Forward
Component Recovery Hom the PPFAC Retail Power Supply Costs, columns g
and h, respectively.

l

8
I
I

An interest rate, based on the one-year Nominal Treasury Constant Maturities rate contained in
the Federal Reserve StatistiCal Release, H-15,is applied each month to the previous month's
Tracking Account Balance. The interest rate is adjusted annually on the first business day of the
calendar year in the same manner as the UNSE customer deposit rate.

The (Over)/Under Collection, the Interest and the prior month's Tracing Account Balance
produce the current month's balance.

D. Schedule 4: PPFAC True-Up Component Rate Calculation

Enter the appropriate effective periods for the Current and Proposed PPFAC-2 columns and then
complete the following in each respective column:

1. On Line 1, enter the Forward Component Tracldng Account Balance Bom
Schedule 3, Line13, column i.

2. On Line 2, enter the The-Up Component Tracldng Account Balance from
Schedule 5, Line 8.

3. On Line 3, enter the sum of Lines 1, and 2 to arrive at the Total
(Refundable)/Collection Amount Balance.

4. On Line 4, enter the respective Projected Energy Sales MW11).
5. On Line 5, enter the Applicable Time-Up Component rate by dividing Line 3 by

Line 4.
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Reflect notes as appropriate.

E. Schedule 5: True-Up Component Tracking Account

Enter the appropriate: effective dates for the PPFAC Prior Time-Up Component being tracked:

i

f

I

I

J

On Line 8, for May and Line 1 for June, enter the True-Up Component balance as of June 1,
20XX. On Line 2, (Prior period PPFAC True-Up Component Calculation From Schedule 4, Line
4) for June enter any true-up for the use of prior period estimates, (i.e. prior estimated March,
April and May True-Up Component rate application revenues to subsequent actual data), the sum
of Lines 1 and 2, to reflect the Adjusted True-Up Component Beginning Balance as of June 1,
20XX.

Each month, the Applicable True-Up Component rate is multiplied by the Retail Energy Sales to
calculate the revenue received Hom the Applicable True-Up Component rate. The revenue is
subtracted from the Adjusted Beginning Balance.

|
I

Interest is applied monthly based on the ef fective one-year Nominal Treasury Constant
Maturities rate that is contained in the Federal Reserve Statistical Release, H-15, or its successor
publication. The interest rate is adjusted annually on the Erst business day of the PPFACYem.

Reflect notes as appropria te .

s .  C O MP LIANC E  R E P O R TS

I
I

I

UNSE shall provide monthly reports to Staffs Compliance Section and to the Residential Utility
Consumer Gfiice detailing all calculations related to the PPFAC. A UNSE Gfticer shall certify
under oath that all information provided 'up the reports itemized below is true and accurate to the
best of his or her information and be1ie£ These monthly reports shall be due within 30 days of
the end of the reporting period.

I

1

The publicly available reports will include at a minimum:

1. The PPFAC Rate Calculation (Schedule 1); Forward Component and True»Up
Component Calculations (Schedules 2 and 4); Annual Forward Component and,
True-Up Component Tracking Account Balances (Schedules 3 and 5). Additional
information will provide other relative inputs and outputs such as:

a. Total power and fuel costs.
b. Customer sales in both MWh and thousands of dollars by customer class.
c. Nmnber of customers by customer class.
d. A detailed listing of all items excluded from the PPFAC calculations.
e. A detailed listing of any adjustments to the adjustor reports.
£ Total off-system sales revenues.
g. System losses in MW and Mwh.
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h. Monthly maximum retail demand in MW.

2. Identification of a contact person and phone number from UNSE for questions.

UNSE shall also provide to Commission Staff monthly reports containing the information listed
below. These reports shall be due within 30 days of the end of the reporting period. A11 of these
additional reports must be provided confidentially.

I9

A. Information for each generating unit will include the following items:
1. Net generation, 'm MWh per month, and 12 months cumulatively.
2. Average heat rate, both monthly and 12-month average.
3. Equivalent forced-outage rate, both monthly and 12-month average.
4. Outage information for each month including, but not limited to, event type,

start date and time, end date and time, and a description.
5. Total fuel costs per month.
6.  The fuel cost per kph per month.

B. Information on power purchases wil l include the following items per seller
(information on economy interchange purchases may be aggregated):
1. The quantity purchased in Mwh.
2. The demand purchased in MW to the extent specified in the contract.
3. The total cost for demand to the extent specified in the contract.
4.. The total cost of energy.

C. Information on off-system sales will include the following items:
1. An itemization of off-system sales margins per buyer,
2. Details on negative off-system sales margins.

D. Fuel purchase information shall include the following items: .
1. Natural gas interstate pipeline costs, itemized by pipeline and by individual

cost components, such as reservation change, usage, surcharges and fuel.
2. Natural gas commodity costs, categorized by short-tenn purchases (one month

or less) and longer term purchases, including price per. therm, total cost,
supply basin, aNd volume by contract.

I

E

I
E
E
II
I

¥E
I

E. UNSB will also provide:
1. Monthly project ions for the next 12-month period showing est imated

(Over)/undereollected amounts.
2. A summary of unplanned outage costs by resource type; .
3. The data necessary to arrive at the System and Off-System Book Fuel and

Purchased Power cost reflected in the non-confidential filing.
4. The data necessary to arrive at theNative Load Energy Sales MWh reflected

in the non-coniidential filing.

Work papers and other documents that contain proprietary or confidential information will be
provided to the Commission Staff under an appropriate protective agreement. UNSE will keep

I
I

n
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l UNS Electric, Inc.
Docket no. E-04204A-06-0-83

Proposed Plan of Administration
Purchaser Power & Fuel Adjustment Clause

1
fuel and purchased power invoices and contracts available for Commission review. The
Cormnission has'the right to review the prudence of fuel and power purchases and any
calculations associated with the PPFAC within XX years of those costs being incurred. Any
costs flowed through the PPFAC are subject to refund, if those costs are found to be irnpnudently
incurred.

9. ALLOWABLE COSTS

a A. Accounts

The allowable PPFAC costs include iiuel and purchased power costs incurred to provide service
to retail customers. Additionally, the prudent direct costs of contracts used for hedging system
fuel and purchased power will be recovered under the PPFAC. The allowable cost components
include the following Federal Energy Regulatory Commission ("FERC") accounts:

' 501 Fuel (Steam)
l 547 Fuel (Other Production)

555 Purchased POwer
565 Wheeling (Transmission of Electricity by Others)

These accounts are subject to change if the Federal Energy Regulatory Commission alters its
accounting requirements or definitions.

B. Other Allowable Costs

I

In addition to the fuel and purchased power costs in the above mentioned FERC accounts, the
following costs will also be recovered through the PPFAC:

I 'Energy procurement, scheduling and management fees allocatedtoUNSE Nom TEP.
Credit costs necessary to support iiuel and purchased power contracts
Any and all federal and/or state carbon taxes applied to UNSE's generation or fuel
and purchased power contracts

l Outside legal expenses incurred to litigate fuel and purchased power matters on
behalf of UNSE's customers, such as pipeline and transmission rate cases and
contract disputes

' Amortized interstate pipeline and electric transmission interconnection costs
!
I

I
I
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ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
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24
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RUCO witne s s  Ms . Dia z Corte z ge ne ra lly a gre e d with the  P P FAC the  Compa ny file d in

this  ca s e  with s ome  s ugge s te d modifica tions : 1) not a llowing the  Compa ny to include

Lette r of Credit fees , 2) placing a  cap of 6 mils  per year on the  amount tha t the  PPFAC can

increase , plus  requiring a  filing for recovery when a  $10 million bank threshold is  reached,

a nd 3) a  90/10 sha ring be twe e n cus tome rs  a nd sha re holde rs  of a ny fue l a nd purcha se d

power costs that exceed the base cost of fuel and purchased power.

In a ddition, the  Commis s ion re ce ntly a pprove d S ta ffs  propos e d me cha nis m for AP S  in

De cis ion No. 69963 (June  28, 2007), with some  modifica tions , a nd TEP  re ce ntly file d a

mechanism tha t was  deve loped a long the  lines  of S ta ffs  PSA proposa l for APS, a s  we ll a s

the  propos e d P la n of Adminis tra tion ("P OA") for AP S ' P S A. For the  fore going re a s ons

a nd upon furthe r inte rna l re vie w, UNS Ele ctric be lie ve s  tha t S ta ffs  propose d me cha nism

for AP S  will be  e ffe ctive  in mitiga ting the  vola tility in its  powe r supply a nd de live ry cos ts

and be lieves  a  s imila r mechanism is  pre fe rable  to wha t we  origina lly filed in this  case .

Is  UNS  Ele c tric  p ropos ing  a  d iffe re n t Ba s e  Cos t o f Fue l a nd  P urc ha s e d  P owe r with

this  change  in the  PPFAC methodology?

No. We  a re  propos ing to s e t the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r a s  origina lly

tiled in this  ca se .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 Q.

17

18 A.

19

20

21

22

23 A.

24

25

26

27

Q. Are you proposing that a PPFAC rate be established to begin when the Pinnacle

West Capital Corporation wholesale Power Supply Agreement expires?

Ye s . The  full re quire me nts  purcha s e d powe r a gre e me nt with P WCC e nds  on Ma y 31,

2008. We are  proposing, as  outlined in the  Company's  proposed PPFAC POA a ttached as

Exhibit MJD-3, the  PPFAC Year begin June  is ' and end on May 3 IS  of the  following yea r.

The  firs t full P P FAC Ye a r in which a  P P FAC ra te  would a pply would be gin on J une  l,

2008 a nd e nd on Ma y 31, 2009 ("2008 P P FAC Ye a r"). We  a re  a ls o propos ing tha t the

8
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Page 321

3 Q.

1 except for unusual circumstances, you know, that that

2 would be a drastic price shock to customers.

Whereas with a cap, the company would have to

4 come into the Commission in order to recover any excess

6 A.

To

5 beyond the cap; correct?

Well, I guess the way I have read the cap

7 proposal, I think the cap proposal goes beyond that.

8 me, the cap proposal suggests that in no way, shape, or

9 form can the price change beyond a certain level and in a

10 one-year time frame.

11 And as I explained, the volatility that UniSource

15 Q.

12 Electric is exposed to because of the nature of its

13 portfolio, you know, that's just something that we have a

14 real hard time imagining would work for the company.

So pretty much no cap under any consideration is

17 A.

16 acceptable to the company; correct?

I'm sure there's some large number cap we would

21 Q.

18 consider, but I think it has to -- again, because of the

19 circumstances and supply portfolio the company has, you

20 know, a cap has to be a pretty big number.

You moved to the projected PPFAC methodology

22 because that's what was accepted in Ape, and that's what

23 you just testified to.

24 A. And I think I said earlier we think it'sRight.

25 a better price signal to customers.

x
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23
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a
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1 6. Reset PPFAC To Zero and Increase Base Rate for Power Supplv.

2

3

4

Q.

A.

Expla in  your propos a l to  re s e t the  be ginning P P FAC to  ze ro  by s hifting a dditiona l

p o we r s upply cos ts  to bas e  ra te s .

Curre ntly, a round 5.2 ce nts  pe r kph of powe r s upply cos ts  is  include d in ba s e  ra te s .

The  Compa ny propos e s  to incre a s e  the  ba s e  ra te  powe r s upply compone nt to s lightly

more  tha n 7 ce nts  pe r kph, a n incre a s e  of 1.8 ce nts  pe r kph from the  curre nt ba s e  ra te

le ve l. The  7+ ce nts  pe r kph is  cons is te nt with curre nt cos ts  fa ce d by the  Compa ny.

Curre ntly, this  1.8 ce nt cha rge  is  re cove re d from cus tome rs  through the  P P FAC. The

curre nt P P FAC ra te  is  a  fixe d ra te  ba s e d on the  P inna cle  We s t Ca pita l Corpora tion

P owe r S upply Agre e me nt ("P WCC P S A"). We  a re  propos ing to re duce  tha t a djus tor

ra te  to ze ro until J une  of 2008 whe n the  P WCC P S A e xpire s . The  ne w P P FAC tha t Mr.

De Concini is  propos ing would go into e ffe ct upon the  e xpira tion of the  P WCC P S A a nd

will provide  for a ppropria te  pricing a djus tme nts  to re fle ct cha nge s  in the  ove ra ll cos t of

powe r s upply from tha t point forwa rd.

Q. Are there any cost recovery implications of shifting power supply costs to base

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

22 .

2 3

2 4

2 5

2 6

2 7

A.

rates ?

Ye s . The  1.8 ce nt pe r kph diffe re nce  tha t is  curre ntly re cove re d through the  P P FAC is

re cove re d on a  volume tric  (kph) ba s is . P owe r s upply cos ts  typica lly s hould not be

re cove re d on a  pure  e ne rgy ba s is . The re  s hould be  a  pe a k de ma nd a nd a n e ne rgy

compone nt, a s  in the  pre vious ly dis cus s e d a ve ra ge  a nd pe a ks  me thod. P owe r s upply

cos ts  s hould be  s pread to cus tomer cla s s es  bas ed on each cla s s ' role  in cos t caus a tion.

As  I dis cus s e d e a rlie r in my te s timony, the  re cove ry of production cos ts  on a n e ne rgy

ba s is  fa ils  to re cognize  the  impa ct of loa d fa ctor on cos t. P la cing the  1.8 ce nt pe r kph

diffe re nce  in the  ba s e  ra te  powe r s upply compone nt a llows  for the  a lloca tion of the s e

costs  on the average and peaks  basis .

21
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RUCO witne s s  Ms . Dia z Corte z ge ne ra lly a gre e d with the  P P FAC the  Compa ny file d in

this  ca s e  with s om e  s ugge s te d m odifica tions : 1) not a llowing the  Com pa ny to  inc lude

Le tte r of Credit fee s , 2) placing a  cap of 6 mils  pe r yea r on the  amount tha t the  P P FAC can

incre a se , plus  re quiring a  filing for re cove ry whe n a  $10 million ba nk thre shold is  re a che d,

a nd 3) a  90/10 s ha ring be twe e n cus tome rs  a nd s ha re holde rs  of a ny fue l a nd purcha s e d

power costs  tha t exceed the  base  cost of fue l and purchased power.

In a ddition, the  Commis s ion re ce ntly a pprove d S ta ff's  propos e d me cha nis m for AP S  in

De cis ion No. 69963 (J une  28, 2007), with s ome  modifica tions , a nd TEP  re ce ntly file d a

me cha nism tha t wa s  de ve lope d a long the  line s  of S ta ffs  P S A proposa l for AP S , a s  we ll a s

the  propos e d P la n of Adm inis tra tion ("P OA") for AP S ' P S A. For the  fore going re a s ons

a nd upon furthe r inte rna l re vie w, UNS  Ele ctric be lie ve s  tha t S ta ffs  propose d me cha nism

for AP S  will be  e ffe ctive  in mitiga ting the  vola tility in its  powe r supply a nd de live ry cos ts

and be lieves  a  s imila r mechanism is  pre fe rable  to wha t we  origina lly filed in this  ca se .

Q, Is  UNS  Ele c tric  p ro p o s in g  a  d iffe re n t Ba s e  Co s t o f Fu e l a n d  P u rc h a s e d  P o we r with

th is  ch an g e  in  th e  PPFAC meth o d o lo g y?

No. We  a re  propos ing to s e t the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r a s  origina lly

filed in this  ca se .
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Q- Are you proposing that a PPFAC rate be established to begin when the Pinnacle

West Capital Corporation wholesale Power Supply Agreement expires?

Ye s . The  full re quire m e nts  purcha s e d powe r a gre e m e nt with  P WCC e nds  on Ma y 31,

2008. We  a re  propos ing, a s  outline d in the  Compa ny's  propose d P P FAC P OA a tta che d a s

Exhibit MJ D-3, the  P P FAC Ye a r be gin J une  IS  a nd e nd on Ma y 31S t of the  following ye a r.

The  firs t full P P FAC Ye a r in  which a  P P FAC ra te  would a pply would be gin on J une  1,

2008 a nd e nd on Ma y 31, 2009 ("2008 P P FAC Ye a r").  We  a re  a ls o propos ing tha t the

A.

8



initia l P P FAC ra te  be  se t a t ze ro in this  ca se  a nd the  firs t ne w P P FAC ra te  be  e s ta blishe d

for the  2008 PPFAC Year a s  described he rea fte r.

How would UNS Electric propose to establish the PPFAC rate starting June 1, 2008?

I will e xp la in  th is  in  m o re  d e ta il la te r,  b u t UNS  E le c tric  wo u ld  p ro p o s e  a  filin g  b y

De ce m be r 31, 2007 to e s ta blis h the  P P FAC ra te  for the  2008 P P FAC Ye a r.  We  would

propos e  tha t S ta ff re vie w our filing a nd pre pa re  its  initia l re port within 45 da ys . F ina lly,

we  wo u ld  p ro p o s e  th a t S ta ff is s u e  its  fin a l re p o rt  a p p ro v in g  a n d /o r m o d ifyin g  th e

Compa ny's  proposa l for the  2008 P P FAC Ye a r ra te  by April 15, so tha t the  2008 P P FAC

Ye a r ra te  would be  e ffe ctive  on J une  l,  2008. Tha t 2008 P P FAC Ye a r ra te  would be  in

e ffe ct until Ma y 31, 2009. The n the  2009 P P FAC Ye a r ra te  would be  e ffe ctive  s ta rting

J une  1, 2009 through Ma y 31, 2010. Esse ntia lly, we  propose  tha t e a ch ye a r's  P P FAC ra te

would be  e ffe ctive  from J une  l of tha t ye a r until Ma y 31 of the  following ye a r.

1
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4 Q.

5 A.
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Co u ld  yo u  exp la in  h o w th e  P P FAC is  s tru c tu red ?

UNS  Ele ctric propose s  tha t the re  be  two prima ry compone nts  to the  P P FAC ra te . For the

2008 P P FAC Year ra te , the se  two components  would be :

1. Forwa rd Compone nt: This  compone nt would be  ba se d on the  fore ca s te d fue l a nd

purcha s e  powe r cos ts  for the  following ye a r. For e xa mple , fore ca s ts  for fue l a nd

purcha s e  powe r in  la te  2007  would  be  us e d  to  e s ta b lis h  the  P P F AC F orwa rd

Compone nt for 2008. Forwa rd price s  would a lso be  use d to e s ta blish the  P P FAC

Forwa rd Compone nt a nnua lly.

True -Up Com pone nt: This  com pone nt would com pa re  a ctua l fue l a nd purcha s e

powe r cos ts  with the  a mount UNS  Ele ctric colle cte d through ba se  ra te s  a s  we ll a s

the  P P FAC ra te  for the  prior ye a r. If a ctua l cos ts  we re  a bove  wha t wa s  colle cte d,

the  True -Up Com pone nt would  be  a n  a dditiona l a m ount to  be  co lle c te d  from

cus tome rs  in the  subse que nt ye a r. But s hould  a c tua l cos ts  be  be low wha t wa s

2.
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6. Reset PPFAC To Zero and Increase Base Rate for Power Supplv.

3 Q-

4

A.

Explain your propos al to res e t the  beginning PPFAC to zero by s hifting additional

power supply cos ts  to base rates .

Currently, a round 5.2 cents  pe r kph of power supply cos ts  is  included in base  ra te s .

The  Company proposes to increase  the  base  ra te  power supply component to s lightly

more  than 7 cents  per kph, an increase  of 1.8 cents  per kph from the  current base  ra te

le ve l. The  7+ ce nts  pe r kph is  cons is te nt with curre nt cos ts  fa ce d by the  Compa ny.

CLu'rently, this  1.8 cent charge  is  recovered from customers through the  PPFAC. The

current PPFAC ra te  is  a  fixed ra te  ba sed on the  P innacle  Wes t Capita l Corpora tion

Power Supply Agreement ("PWCC PSA"). We  a re  propos ing to reduce  tha t adjus tor

ra te  to zero until June of 2008 when the  PWCC PSA expires. The new PPFAC that Mr.

DeConcini is  proposing would go into effect upon the  expira tion of the  PWCC PSA and

will provide  for appropria te  pricing adjustments  to re flect changes in the  overa ll cost of

power supply from tha t point forward.
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Are  the re  any cos t recovery implica tions  of s hifting power s upply cos ts  to  bas e

rates?

Yes. The  1.8 cent per kph difference  tha t is  currently recovered through the  PPFAC is

re cove re d on a  volume tric (kph) ba s is . P owe r supply cos ts  typica lly should not be

recove red on a  pure  ene rgy bas is . The re  should be  a  peak demand and an ene rgy

component, as  in the  previously discussed average  and peaks method. Power supply

costs should be spread to customer classes based on each class ' role  in cost causation.

As I discussed earlie r in my tes timony, the  recovery of production costs  on an energy

basis  fa ils  to recognize  the  impact of load factor on cost. P lacing the  1.8 cent per kph

diffe rence  in the  base  ra te  power supply component a llows for the  a lloca tion of these

costs on the average and peaks basis.
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in itia l P P FAC ra te  be  s e t a t ze ro  in  th is  ca s e  a nd the  firs t ne w P P FAC ra te  be  e s ta blis he d

for the  2008 P P FAC Ye a r a s  de scribe d he re a fte r.

Q. How would UNS Electric propose to establish the PPFAC rate starting June 1, 2008?

I will expla in this  in more  de ta il la te r, but UNS Electric would propose  a  filing by

December 31, 2007 to establish the PPFAC rate for the 2008 PPFAC Year. We would

propose that Staff review our filing and prepare its initial report within 45 days. Finally,

we  would propose  tha t Sta ff issue  its  fina l report approving and/or modifying the

Company's proposal for the 2008 PPFAC Year rate by April 15, so that the 2008 PPFAC

Year rate would be effective on June 1, 2008. That 2008 PPFAC Year rate would be in

effect until May 31, 2009. Then the 2009 PPFAC Year rate would be effective starting

June 1, 2009 through May 31, 2010. Essentially, we propose that each year's PPFAC rate

would be effective from June 1 of that year until May 31 of the following year.
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Could you explain how the PPFAC is structured?

UNS  Ele ctric propose s  tha t the re  be  two prima ry compone nts  to the  P P FAC ra te . For the

2008 P P FAC Yea r ra te , the se  two components  would be :

1. Forwa rd Compone nt: This  compone nt would be  ba se d on the  fore ca s te d fue l a nd

purcha s e  powe r cos ts  for the  following ye a r. For e xa mple , fore ca s ts  for Me l a nd

purcha s e  powe r in  la te  2007  would  be  us e d  to  e s ta b lis h  the  P P F AC F orwa rd

Compone nt for 2008. Forwa rd price s  would a lso be  use d to e s ta blish the  P P FAC

Forwa rd Compone nt a nnua lly.

True -Up Com pone nt: This  com pone nt would com pa re  a ctua l fue l a nd purcha s e

powe r cos ts  with the  a mount UNS  Ele ctric colle cte d through ba se  ra te s  a s  we ll a s

the  P P FAC ra te  for the  prior ye a r. If a ctua l cos ts  we re  a bove  wha t wa s  colle cte d,

the  True -Up Com pone nt would  be  a n  a dd itiona l a m ount to  be  co lle c te d  from

cus tome rs  in the  subse que nt ye a r. But s hould  a c tua l cos ts  be  be low wha t wa s

A.

2.
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Docket no. E-04204A-06-0783

Proposed Plan of Administration
Purchased Power & Fuel Adjustment Clause

i
i

1. GENERAL DES CRIP TION

This document describes the plan for administering die Purchased Power and Fuel Adjustment
Clause ("PPFAC") the Arizona Corporation Commission ("Commission") approved for UNS
Electric, Inc. ("UNSE") in Decision No. XXXXX [DATE]. The PPFAC prov ides for the
recovery of fuel and purchased power costs from the date of that decision forward.

The PPFAC described in this Plan of Administration ("POA") uses a forward-looldng estimate
of fuel and purchased power costs to set a rate that is then reconciled to actual costs experienced.
This POA describes the application of the PPFAC.

2. DE FINITIONS

Applicable Interest - Based on one-year Nominal Treasury Constant Maturities rate contained 'm
the Federal Reserve Statistical Release H-l5.

Base Cost of Fuel and Purchased Power - An amount generally expressed as a rate per kph,
which reflects the fuel and purchased power cost embedded in the base rates as approved by the
Commission in UNSE's most recent rate case. The Base Cost of Fuel and Purchased Power
revenue is the approved rate per kph times the applicable sales volumes. Decision No. XXXXX
set the base cost at $X.XXXX per kph effective on [DATE].

Forward Component -An amount expressed as a rate per kph charge that is updated annually on
June 1 of each year and effective with the first billing cycle 'm June. The Forward Component for
the PPFAC Year will adjust for the difference between the forecasted fuel and purchased power
costs expressed as a rate per kph less the Base Cost of Fuel and Purchased Power generally
expressed as a rate per kph embedded in UNSEE's base rates. The result of this calculation will
equal the Forward Component, expressed as a rate per kph.

Forward Component Tracking Account == An account Mat records on a monthly basis UNSE's
over/under-recovery of its actual costs of filet and purchased power as compared to the actual
Base Cost of Fuel and Purchased Power revenue and Forward Component revenue, plus
Applicable Interest. The balance of this account as of the end of each PPFAC Year is, subject to
periodic audit, reflected in the next The-Up Component calculation. UNSE files the balances
and supporting details underlying this Account with the Commission on a monthly basis via a
monthly reporting requirement.

Mark-to-Market Accounting - Recording the value of qualifying commodity contracts to reflect
their current market value relative to their actual cost.

Native Load-..Native load includes customer load 'm the UNSE control area for which UNSE has
a generation service obligation.

PPFAC ... The Purchased Power and Fuel Adjustment Clause approved by the Commission in
Decision No. XXXXX that tracks changes in the cost of obtaining power supplies based upon

i
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1

forward-looking estimates of filet and purchased power costs that are eventually reconciled to
actual costs experienced as described herein.

PPFAC Rate - The combination of two rate components, the Forward Component and True-Up
Component.

PPFAC Year - A consecutive 12-month period beginning each June 1 and lasting dirough May
31 the following year. The PPFAC will initially be set to zero on the date the Commission issues
a decision in this proceeding (Decision No. XXXXX). The first year of the PPFAC will begin
on June 1, 2008 and end on May31, 2009.

System Book Fuel and Purchased Power Costs - The costs recorded for the fuel and purchased
power used by UNSE to serve both Native Load and off-symem sales, less the costs associated
with applicable special coNtracts and Mark-to-Market Accounting adjustments. Wheeling costs
and broker's fee ah included.

Off-System Wholesale Sales Revenue - The revenue recorded from sales made to non-Native
Load customers, for the purpose of optimizing the UNSE system, using UNSEE-owned or
contracted generation and purchased power, less Mark-to-Market Accounting adjustments.

Traditional Sales-for-Resale 4 The portion of load from Native Load wholesale customers that is
served by UNSE.

True-Up Component - An amount expressed as a rate per kph charge that is updated annually
on June 1 of each year and effective with the first billing cycle in June. The purpose of this
charge is to provide fore true-up mechanism to reconcile any over or under-recovered amounts
from the preceding PPFAC Year tracing account balances to be refunded/collected firm
customers in the coming year's PPFAC rate.

True-Up Component Tracking Account -. An account that records on a moodily basis the account
balance to be collected or refunded via the True-Up Component rate as compared to the actual
True-Up Component revenues, plus Applicable Interest, the balance of which at the close of the
preceding PPFAC Year is, subj act to periodic audit, then reflected in the next True-Up
Component calculation. UNSE files the balances and supporting details underlying this Account
with the Commission on a monthly basis.

Wheeling Costs (FERC Account 565. Transmission of Electricitv by Others) -.Amounts payable
to others for the transmission of UNSE's electricity over transmission facilities owned by others.

I
I

I

June 12, 2007 Page 2



r

i
i
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Docket no. E-042,4A-06-0783

The PPFAC Rate will consist of two components designed to provide for the recovery of actual,
prudently incurred fuel and purchased power costs. Those components are:

3. P P FAC COMP ONENTS

The PPFAC Year begins on June 1 and ends the following May31 . The first 8111 PPFAC Year in
which the  P P FAC ra te  s ha ll a pply will be gin on J une  1, 2008 a nd e nd on Ma y 31, 2009.
Succeeding PPFAC Years will begin on each June 1 thereailer.

For the period Hom when the Commission issued Decision No. XXXXX in this case - until June
1, 2008 - the Base Cost of Fuel and Purchased Power rate established 'm that decision will be in
effect.

On or before December 31 of each year, UNSE will submit a PPFAC Rate filing, which shall
include a proposed calculation of the components for the PPFAC Rate. This filing shall be
accompanied by supporting information as Staff determines to be required. UNSE will
supplement this filing with True-Up Component tiling on or before April 1 in order to replace
estimated balances with actual balances, as explained below.

2.

1 .

A.

The True-Up Component, which tracks the differences between the PPFAC Year's
actual fuel and purchased power costs and those costs recovered through the
combination of base rates and the Forward Component, and which provides for
their recovery during the next PPFAC Year.

The Forward Component, which recovers or refunds differences between expected
PPFAC Year (each June 1 through May 31 period shall constitute a PPFAC Year)
fuel and purchased power costs and those embedded in base rates.

F o rwa rd Prescription

Proposed Plan of Administration
Purchased Power & Fuel Adjustment Clause

The Forward Component is intended to refund or recover the difference between: (1) the fuel and
purchased power costs embedded in base rates and (2) the forecasted fuel and purchased power
costs over a PPFAC Year that begins on June 1 and ends the following May 31. UNSE will
submit, on or before December 31 of each year, a forecast for the upcoming PPFAC year (June I
through May 31) of its fuel and purchase power costs, It willalso .submit a forecast of kph sales
for the same PPFAC year, and divide the forecasted costs by the forecasted sales to produce the
cents per kph unit rate required to collect those costs over those sales. The result of subtracting
the Base Cost of Fuel and Purchased Power ham this unit rate shall be the Forward Component.

UNSE shall maintain and report monthly the balances in a Forward Component Tracldng
Account, which will record UNSE's over/under-recovery of its actual costs of Mel and purchased
power as compared to the actual Base Cost of Fuel and Purchased Power revenue and Fonvard
Component revenue. This account will operate on a PPFAC Year basis (i.e. June 1 to the
following May 31), and its balances will be used to administer this PPFAC's True-Up
Component, which is described immediately below.

June 12, 2007 Page 3
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Docket no. E-04204A-06-0783

Proposed Plan of Administration
Purchased Power & Fuel Adjustment Clause

Should an unusual event occur causing a drastic change in forecasted fuel and energy prices -
such as a hurricane or other calamity .- UNSE has the discretion to apply for an adjustment to the
forward component. Such an adjustment would only last until May 31 and would not be
implemented unless approved by Staff and upon notice to the Commission.

B. True-Up Component Description

The True-Up Component in any current PPFAC Year is intended to refund or recover the
balance accumulated 'm the Forward Component Tracking Account (described above) during the
previous PPFAC year. Also, any remaining balance from the True-Up ComponentTracldng
Account as of May 31 would roll over into the True-Up Component for the coming PPFAC year
starting June 1. The sum of projected Forward Component Tracking Account and The-Up
Component Tracking Account balances on May 31 is divided by the forecasted PPFAC year
kph sales to determine the Tale-Up Component for the coming PPFAC year.

UNSE shall maintain and report monthly the balances 'm a The-Up Component Tracking
Account, which will reflect monthly collections or refunds under the True-Up Component and
the amounts approved for use in calculating the True-Up Component.

Each annual UNSE tiling on December 31 will include an accumulation of Forward Component
Tracking Account balances and True-Up Component Tracking Account balances for the
preceding June through November and an estimate of the balances for December through May
(the remaining six months of the current PPFAC Year). The UNSE filing shall use these balances
to calculate a preliminary True-Up Component for the coming PPFAC Year. On or before April
1, UNSB will submit a supplemental filing that recalculates the True-Up Component. This
recalculation shall replace estimated monthly balances with those actual monthly balances that
have become available since the December 31 filing.

The December 31 filing's use of estimated balances for December through May (with supporting
workpapers) is required to allow the PPFAC review process to begin in a way that will support
its completion before June l. The April 1 updating will allow for the use of the most current
balance information available before the PPFAC would go into effect. In addition to the April 1
update filing, UNSE Monthly filings (for the months of November through April) of Forward
Component Tracking Account balance information and True-Up Component Tracking Account
balance information will include a recalculation (replacing estimated balances with actual
balances as they become known) of tlle projected True-Up Component unit rate required for the
next PPFAC Year.

The True-Up Component Tracldng Account will measure the changes each month in the True-
Up Component balance used to establish the current True-Up Component as a result of
collections under the True-Up Component in effect. It will subtract each month's The~Up
Component collections from the True-Up Component balance. The True-Up Component
Account will also include Applicable Interest on any balances. UNSE shall file the amounts and
supporting calculations and workpapers for this account each month.

r
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:

;
I
II.

I 4. CALCULA TION OF THE P P FAC RATE

l

The PPFAC rate is the sum of the two components, Le., Forward Component and TrueeUp
Component. The PPFAC rate shall be applied to customer bills. Unless the Commission has
otheWse acted on a new PPFAC rate by May 3 l, the proposed PPFAC rate (as amended by the
updated April 1 filing) shall go into effect on June 1. The PPFAC rate shall be applicable to
UNSE's retail electric rate schedules (except those specifically exempted) and is adjusted
annually. The PPFAC Rate shall be applied to the customer's bill as a monthly kilowatt-hour
("kwh") charge that is the same for all customer classes.

The PPFAC rate shall be reset on June l of each year, and shall be effective with the first June
billing cycle unless suspended by the Commission. It is not prorated.

5. F ILING AND P ROCEDURAL DEADLUVES

A. December 31 Filing

UNSE shall file the PPFAC rate with all Component calculations for the PPFAC year beginning
on the next June 1, including all supporting data, with the Commission on or before December
31 of each year. That calculation shall use a forecast of kph sales and of fuel and purchased
power costs for the coming calendar year, with all inputs and assumptions being the most current
available for the Forward Component. The filing will also include the True-Up Component
calculation for the year beginning on the next June 1, with all supporting data. That calculation
will use the same forecast of sales used for the Forward Component calculation.

B. April 1 Filing

UNSE will update the December 31 filing by April 1. This update will replace estimated
Forward Component Tracking Account balances, the True-Up Component Tracking Account
balamccs with actual balances and with more current estimates for those months (la/Iafch, April
and May) for which actual data are not available. Unless the Commission has otherwise acted on
the UNSE calculation by June 1, the PPFAC rate that UNSE proposed will go into effect on June
1.I

c . Additional Filings

UNSE will also file with the Commission any additional information that the Staff determines it
requires to verify the component calculations, account balances, and any other matter pertinent to
the PPFAC.

I
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D. Review Process

I

i
gII
I

The Commission Staff and interested parties will have an opportunity to review the December 31
and April 1 forecast, balances, and supporting data on which the calculations of the two PPFAC
components have been based. Any objections to the December 31 calculations must be filed
within 45 days of the UNSE Blind. Any objections to the April 1 calculations must be filed
within 15 days of the UNSE filing (i.e. by April 15.)

E. Extraordinarv Circumstances

Should an unusual event occur that causes a drastic change in forecasted fuel and energy prices -
such as a hurricane or other calamity - UNSE will have the authority to request an adjustment to
the forward component reflecting such a change. Staff must review. and either approve, modify
or deny UNSE's request within 30 days. This adjustment will only last until May 31, or the end
of the current PPFAC Year.

6_ VERIFICA TIONAND AUDIT

i~
t

The amounts charged through the PPFAC will be subject to periodic audit to assure their
completeness and accuracy and to assure that all fuel and purchased power costs were incurred
reasonably and prudently. The Commission may, after notice and opportunity for hearing, mace
such adjustments to existing balances or to already recovered amounts as it Ends necessary to
correct any accounting or calculation errors or to address any costs found to be unreasonable or
imprudent. Such adjustments, with appropriate interest, shall be recovered or refunded in the
True-Up Component for the following year (i.e. starting the next June 1.)

7.  CALCULATIONS

A. Schedule 1: PPFAC Rate Calculation

Enter the appropriate effective periods for the Current and PropOsed PPFAC columns and then
complete the following in each respective column:

1.
2 .
3 .
4.

On Line 1, enter the Forward Component Rom Schedule 2, Line 8.
On Line 2, enter the Tale-Up Component firm Schedule 4, Line 5.
On Line 3, enter the sum of Lines 1 and 2 to calculate the total PPFAC Rate.
Calculate the Increase/(Decrease) 'm rates and % Change by respective lines :
Proposed Rates Less Current Rates equals Increase/(Decrease) with result divided
by Current Rate to determine % of Increase/(Decrease).

Reflect notes as appropriate.

I
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|

I

B. Schedule 2: PPFAC Forward Component Rate Calculation

l
!.4

Enter the appropriate effective periods for the Current and Proposed PPFAC columns and then
complete the fo110Mng in each respective column:

l. On Line 1, enter the Projected Fuel and Purchased Power Costs for the coming
year.

2. On Line 2, enter 90% of the Projected Off-System Sales Revenue (entered as a
negative value) for the coming year.

3. On Line 3, enter the PPFAC Adjustments to Fuel and Purchased Power Costs for
the coming year.

4. On Line 4, enter the sum of Lines 1 through 3 to arrive at the Net Fuel and
Purchased Power Costs.

5. On Line 5, enter the Projected Native Load Sales (Mwh)» including Wholesale
Native Load Customers for the coming year.

6. On Line 6, enter the derivation of the Net Fuel and Purchased Power Costs
divided by the Projected Native Load Sales to arrive at the Projected Average Net
Fuel Cost per kph.

7. On L`me 7, enter the Authorized Base Cost of Fuel and Purchased Power Rate per
k p h .

8.  On Line 8, enter the sum of Line 6 less Line 7 to arrive at the Forward
Component rate per kph; and then carry forward resultant value to Schedule 1,
Line 1.

i
l

Reflect notes as appropriate.

C. Schedule 3: Forward Component Tracking AccOunt

Enter the appropriate: effective dates for the PPFAC Forward Component currently being
tracked; year for the column headed "Cycle Billing Month"; and Base Rate and Forward
Component in columns h and i. On lines 1 through 12 under the Cycle Billing Month, January
through December for each respective column complete the following:

1. On Lines 1 to 12, enter the monthly PPFAC Retail Energy Sales (Mwh) and the
monthly Wholesale Native Load Energy Sales in columns a and, respectively.
The sum of columns a and b equals the Total Native Load Energy Sales in column
c. Currently, Wholesale Native Load Energy Sales include Traditional Sales-for-
Resale and any Supplemental Sales.

2. On Lines l to 12, enter the monthly System Book Fuel and Purchased Power
Costs and 90% of the monthly System Book Off-System Sales Revenue in
columns d and e, respectively:

The sum of column d minus e equals the monthly Net Native Load Power
Supply Costs in column f.
The off-system sales margin is embedded in the Net Native Load Power
Supply Cost. The costs associated with the off-system sales are included in the
System Book Fuel and Purchased Power Costs.

June 12, 2007 Page 7
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When the System Book Off-System Sales Revenue is subtracted from the
System Book Fuel and Purchased Power Costs, the difference between the
off-system sales costs and revenue ends up 'm the Net Native Load Power
Supply Cost. That difference is the off-system sales margin.
A list of the items included in the PPFAC sales and costs described above will
be included in the PPFAC reporting schedules filed with the Commission each
month.

3. On LineS 1 to 12, calculate the PPFAC Retail Power Supply Costs, column g by
dividing the PPFAC Retail Energy Sales in colum a by the Total Native Load
Energy Sades in column c, then multiply the product by the Net Native Load
Power Supply Costs in column £

4. On Lines 1 to 12, calculate the amount recovered via the Commission approved
embedded base fuel and purchased power rate by multiplying the Retail Energy
Sales in column a by the Commission approved Base Cost of Fuel and Purchased
Power rate entered in the above column heading the result which is entered in
column h.

5. On Lines 1 to 12, calculate the amount recovered via the Forward Component rate
by multiplying said rate by the Retail Energy Sales in column a, the result which
is entered in column i.

6. On lines l to 12, calculate the respective level of (Over)/Under Collection in
column j by subtracting the Base Rate Power Supply Recovery and the Forward
Component Recovery from the PPFAC Retail Power Supply Costs, columns g
and h, respectively.

An interest rate, based on the one-year Nominal Treasury Constant Maturities rate contained 'm
the Federal Reserve Statistical Release, H-15, is applied each month to the previous month's
Tracldng Account Balance. The interest rate is adjusted annually on the first business day of the
calendar year in the same manner as the UNSE customer deposit rate.

The (Over)/Under Collection, the Interest and the prior month's Tracking Account Balance
produce the current month's balance.

D. Schedule 4: PPFAC True-Up Component.Rate Calculation

Enter the appropriate effective periods for the Current and Proposed PPFAC-2 columns and then
complete the following in each respective column: .

1. On Line 1, enter the Forward Component Tracldng Account Balance from
Schedule 3, Line13, column i.

2. On Line 2, enter the The-Up Component Tracking Account Balance &om
Schedule 5, Line 8.

3 .  On L i ne 3 ,  enter  t he sum  of  L i nes 1 ,  and 2  to  ar r i v e  a t  t he Tota l
(Refundable)/Collection Amount Balance.

4. On Line 4, enter the respective Projected Energy Sales (MWh).
5. On Line 5, enter the Applicable True-Up Component rate by diw'ding Line 3 by

Line 4.

June 12, 2007 P age 8
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>

Reflect notes as appropriate.
I
F

E. Schedule 5: True-Up Component Tracking Account

Enter the appropriate: effective dates for the PPFAC Prior True-Up Component being tracked:

I
i

On Line 8, for May and Line 1 for June, enter the True~Up Component balance as of June l ,
20XX. On Line 2, (Prior period PPFAC True-Up Component Calculation From Schedule 4, Line
4) for June enter any true-up for the use of prior period estimates, (i.e. prior estimated March,
April and May True-Up Component rate application revenues to subsequent actual data), the sum
of Lines 1 and 2, to reflect die Adjusted True-Up Component Begirding Balance as of June 1,
20XX.

Each month, the Applicable True-Up Component rate is multiplied by the.Retail Energy Sales to
calculate the revenue received Hom the Applicable TrueUp Component rate. The revenue is
subtracted Hom the Adjusted Beginning Balance.

I
1

Interest is applied monthly based on the effective one-year Nominal Treasury Constant
Maturities rate that is contained in the Federal Reserve Statistical Release, H-15, or its successor
publication. The interest rate is adj used annually on the first business day of the PPFAC Year.

Reflect notes as appropriate.

8. COMP LIANCE REP URTS

I|
4

UNSE silas provide monthly reports to Staffs Compliance Section and to the Residential Utility
Consumer Office detailing all' cadculation~ related to the PPFAC. A UNSE Officer shall certify
under oath that all information provided 'm the reports itemized below is true and accurate to the
best of his or her information and belief These monthly reports shall be due within 30 days of
the end of the reporting period. I

r
l

The publicly available reports will include at a minimum:

1. The PPFAC Rate Calculation (Schedule 1); Forward Component and True-Up
Component Calculations (Schedules 2 and 4); Annual Forward Component and,
True-Up Component Tracking Account Balances (Schedules 3 and 5). Additional
information will provide other relative inputs and outputs such as:

a. Total power and iii el costs.
b. Customer sales in both MWh and thousands of dollars by customer class.
c. Number of customers by customer class.
d. A detailed listing of all items excluded from the PPFAC calculations.
e. A detailed listing of any adjustments to the adjustor reports.
£ Total off-system sales revenues.
g. System losses in MW and Mwh.

1
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h. Monthly maximum re ta il demand in MW.

2. Identification of a contact person and phone number from UNSE for questions.

UNSE shall also provide to Commission Staff monthly reports containing the information listed
below. These reports shall be due within 30 days of the end of the reporting period. All of these
additional reports must be provided confidentially.

A. Information for each generating unit will include the following items:
1. Net generation, in MWh per month, and 12 months cumulatively.
2. Average heat rate, both monthly and 12-month average.
3. Equivalent forced-outage rate, both monthly and 12-month average.
4. Outage information for each month including, but not limited to, event type,

start date and time, end date and time, and a description.
5. Total fuel costs per month.
6. The fuel cost per kph per month.

B. Information on power purchases will include the following items per seller
(information on economy interchange purchases may be aggregated) :
1. The quantity purchased 'm Mwh.
2. The demand purchased in MW to the extent specified 'm the contract.
3. The total cost for demand to the extent specified in the contract.
4. The total cost of energy.

C. Information on off-system sales will include the following items:
1. An itemization of off-system sales margins per buyer.
2. Details on negative oftlsystem sales margins.

D. Fuel purchase information shall include the following items:
L Natural gas interstate pipeline costs, itemized by pipeline and by individual

cost components, such as reservation charge, usage, surcharges and fuel.
2. Natural gas commodity costs, categorized by short-term purchases (one month

or less) and longer term purchases, including price per. therxn, total cost,
supply basin, aNd volume by contract.

E. UNSE will also provide:
1. Monthly projections for the next 12-month period showing estimated

(Over)/undercollected amounts.
2. A summary of unplanned outage costs by resource type;
3. The data necessary to arrive at the System and Off-System Book Fuel and

Purchased Power cost reflected in the non-confidential filing.
4. The data necessary to arrive at the Native Load Energy Sales MWh reflected

in the non-confidential filing.

Work papers and other documents that contain proprietary or confidential information will be
provided to the Commission Staff under an appropriate protective agreement. UNSE will keep

June 12, 2007 Page 10
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I
fuel and purchased power invoices and contracts available for Commission review. The
Commission has the right to review the prudence of fuel and power purchases and any
calculations associated with the PPFAC within XX years of those costs being incurred. Any
costs flowed through the PPFAC are subject to refund, if those costs are found to be impudently
incurred.

9. ALLOWABLE CUSTS

I
I
I
I

A. Accounts

I

a

The allowable PPFAC costs include fuel and purchased power costs incurred to provide seMce
to retail customers. Additionally, the prudent direct costs of contracts used for hedging system
fuel and purchased power will be recovered under the PPFAC. The allowable cost components
include the following Federal Energy Regulatory Commission ("FERC") accounts:

501 Fuel (Steam)
l 547 Fuel (Other Production)

555 Purchased Power
565 Wheeling (Transmission of Electricity by Others)

These accoimts are subject to change if the Federal Energy Regulatory Commission alters its
accounting requirements or definitions.

B. Other Allowable Costs

.
4
I

In addition to the the] and purchased power costs in the above mentioned FERC accounts, the
following costs will also be recovered through the PPFAC:

Energy procurement, scheduling and management fees allocated toUNSENom TEP.
Credit costs necessary to support fuel and purchased power contracts
Any and all federal and/or state carbon taxes applied to UNSE's generation or fuel
and pmchasedpewer contracts

l Outside legal expenses incurred to litigate fuel and purchased power matters on
behalf of UNSE's customers, such as pipeline and transmission rate cases and
contract disputes

' Amortized interstate pipeline and electric transmission interconnection costs

June 12, 2007 Page I I
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BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

) DOCKET no. E-04204A-06-0-83
7

8

11

1 2

IN THE MATTER OF THE AP-PLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERTIES OF UNS ELECTRIC. INC
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA AND )
REQUEST FOR APPROVAL OF RELATED
FINANCING

1 3

1 4

Rebutta l Tes timony of

Michael J . DeConcini

19

20

on Beha lf of

UNS Electric. Inc

August 14, 2007

26



colle c te d , the  True -Up Com pone nt would  re fle c t a  c re dit towa rds  the  P P FAC ra te

for the  following ye a r. For ins ta nce , re conciling a c tua l ve rs us  fore ca s te d 2008 fue l

a nd  purcha s e  powe r ra te s  would  be  incorpora te d  in to  the  2009 P P FAC Ye a r ra te

via  the  True -Up Com pone nt

6 Q Do you have a simple hypothetical to demonstrate how the PPFAC would work?

Ye s . S uppos e  the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r is  s e ve n ce nts  pe r kph, but

a c tua l fue l a nd e ne rgy cos ts  we re  fore ca s te d to  be  e ight ce nts  pe r kph for 2008. The

P P FAC ra te  for 2008 wa s  s e t a t one  ce nt pe r kph.  S o ,  the  to ta l fue l a nd  e ne rgy cos t

colle cte d wa s  e ight ce nts  pe r kph, but the  a ctua l tota l a mount of fue l a nd e ne rgy cos ts  for

2008 turne d out to be  only 7.5 ce nts  pe r kph. For 2009, the  fue l a nd e ne rgy cos t fore ca s ts

a nticipa te  8.5 ce nts  pe r kph cos t. Unde r this  hypothe tica l

Ba se  Fue l a nd Ene rgy Cos t

2009 Forwa rd Com pone nt

2009 The -Up Com pone nt

2009 P P FAC Ra te  (Forwa rd + True -up):

2009 Fue l a nd Ene rgy Cos t Colle cte d

7 ce nts  pe r kph

1.5 ce nts  pe r kph

0.5 ce nts  pe r kph

1 ce nt pe r kph

8 ce nts  pe r kph

The  a bove  e xa m ple , while  s im plifie d  to  ignore  ye a r ove r ye a r s a le s  vo lum e  d iffe re nce s

g ive s  a n  a c c u ra te  p o rtra ya l o f th e  a c tu a l in te rp la y b e twe e n  th e  Fo rwa rd  a n d  Tru e -Up

Compone nts  to e s ta blish the  a nnua l PPFAC ra te

23 Q How do you propose to establish the Forward Component for the PPFAC?

Ea rlie r in m y te s tim ony, I indica te d tha t UNS  Ele ctric  propos e s  to F ile  inform a tion a nd

ca lcula tions  for e s ta blis hing the  Forwa rd Compone nt for the  2008 P P FAC Ye a r ra te  by

2009 Forecast of8.5 cents less Base Cost of Fuel and Purchased Power off cents

2009 True-up is based on 2008 actual cost versus recovery. 2008 recovery was based on forecast of 8 cents but

actual cost was only 7.5 cents. Therefore, True-up : Actual - Recovery r: 7.5 -- 8.0 = -0.5 cents

10
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RUCO witness  Ms. Diaz Cortez genera lly agreed with the  PPFAC the  Company filed in

this  ca se  with some  sugge s te d modifica tions : 1) not a llowing the  Compa ny to include

Letter of Credit fees, 2) placing a cap of 6 mils per year on the amount that the PPFAC can

increase , plus requiring a  tiling for recovery when a  $10 million bank threshold is  reached,

and 3) a  90/10 sharing be tween customers  and shareholders  of any fue l and purchased

power costs that exceed the base cost of fuel and purchased power.

In addition, the  Commiss ion recently approved S ta ff's  proposed mechanism for APS in

Decis ion No. 69963 (June  28, 2007), with some modifica tions , and TEP recently filed a

mechanism that was developed along the lines of Staffs PSA proposal for APS, as well as

the  proposed P lan of Adminis tra tion ("POA") for APS ' PSA. For the  foregoing reasons

and upon further inte rna l review, UNS Electric be lieves tha t S taffs  proposed mechanism

for APS will be  e ffective  in mitiga ting the  vola tility in its  power supply and de live ry cos ts

and believes a  similar mechanism is preferable  to what we originally filed in this case.

Is  UNS Elec tric  propos ing a  diffe rent Bas e  Cos t of Fue l and Purchas ed Power with

this  change in the PPFAC methodology?

No. We  a re  propos ing to se t the  Base  Cos t of Fue l and Purchased Power a s  origina lly

filed in this  case .

1

2

3

4

5

6

7

8

9
10

11
12

13
14

15

16 Q.

17

18
19

20
21

22

23

24
25

26

27

Q. Are you proposing that a PPFAC rate be established to begin when the Pinnacle

West Capital Corporation wholesale Power Supply Agreement expires?

A.

A.

Yes . The  full requirements  purchased power agreement with PWCC e nds  on Ma y 31,

2008. We are proposing, as outlined in the Company's proposed PPFAC POA attached as

Exhibit MJD-3, the  PPFAC Year begin June IS and end on May 315' of the  following year.

The  firs t full PPFAC Yea r in which a  PPFAC ra te  would apply would begin on June  1,

2008 and end on May 31, 2009 ("2008 PPFAC Year"). We  a re  a lso propos ing tha t the

8.
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colle c te d , the  True -Up Com pone nt would  re fle c t a  c re dit towa rds  the  P P FAC ra te

for the  following ye a r. For ins ta nce , re conciling a c tua l ve rs us  fore ca s te d 2008 fue l

a nd  purcha s e  powe r ra te s  would  be  incorpora te d  in to  the  2009 P P FAC Ye a r ra te

via  the  True -Up Com pone nt

6 Q Do you have a simple hypothetical to demonstrate how the PPFAC would work?

Yes. Suppose  the  Base  Cost of Fue l and Purchased Power is  seven cents  per kph, but

a ctua l fue l a nd e ne rgy cos ts  we re  fore ca s te d to be  e ight ce nts  pe r kph for 2008. The

P P FAC ra te  for 2008 wa s  se t a t one  ce nt pe r kph. S o, the  tota l fue l a nd e ne rgy cos t

collected was e ight cents per kph, but the  actual tota l amount of fuel and energy costs for

2008 turned out to be only 7.5 cents per kph. For 2009, the fuel and energy cost forecasts

anticipate  8.5 cents per kph cost. Under this  hypothetical

Ba s e  Fue l a nd Ene rgy Cos t

2009 Forwa rd Com pone nt

2009 True -Up Com pone nt

2009 P P FAC Ra te  (Forwa rd + True -up):

2009 Fue l a nd Ene rgy Cos t Colle cte d

7 cents  pe r kph

1.5 cents  pe r kph

0.5 cents  pe r kph

1 cent pe r kph

8 cents  pe r kph

The  a bove  e xa m ple , while  s im plifie d  to  ignore  ye a r ove r ye a r s a le s  vo lum e  d iffe re nce s

g ive s  a n  a c c u ra te  p o rtra ya l o f th e  a c tu a l in te rp la y b e twe e n  th e  Fo rwa rd  a n d  Tru e -Up

Compone nts  to e s ta blish the  a nnua l PPFAC ra te

23 Q How do you propose to establish the Forward Component for the PPFAC?

Ea rlie r in my te s timony, I indica te d tha t UNS Ele ctric propose s  to file  informa tion a nd

ca lcula tions  for e s tablishing the  Forward Component for the  2008 PPFAC Year ra te  by

2009 Forecast of 8.5 cents less Base Cost of Fuel and Purchased Power off cents

2009 True-up is based on 2008 actual cost versus recovery, 2008 recovery was based on forecast of 8 cents but

actual cost was only 7.5 cents. Therefore, True-up = Actual ._ Recovery = 7.5 __ 8.0 = -0,5 cents

10



1

2

December 31, 2007. UNS Electric would file this information annually every December

31 to start the process for determining the following year's PPFAC rate.

3

4 Q- What information would UNS Electric file to establish the Forward Component?

UNS  Ele c tric  would provide  the  mos t curre nt fore ca s ts , inc luding a ny known a nd

measurable  changes  expected to take place, for the following year. These fuel and energy

price forecas ts  would be the bas is  for es tablishing the Forward Component for the PPFAC

ra te  for the  following year.

Q. Should the Forward Component be established so that UNS Electric recovers 100

percent of anticipated fuel and energy costs within a 12-month period?

Yes . Firs t, the  cos ts  a re  based on forecas ts  tha t accura te ly re flect what fue l and energy

cos ts  are  anticipated to be . These are  cos ts  of providing e lectric service  to cus tomers  the

Compa ny will a ctua lly incur the  following ye a r. A 12-month pe riod ens ure s  tha t the

Company is  timely compensated for cos ts  it has  incurred. Second, to the extent the actual

fuel and energy cos ts  are  more or less  than what was  collected, the True-Up Component I

des cribe  be low will be  a  charge  or credit aga ins t the  PPFAC ra te  for the  following year.

Third, deferring recovery beyond 12 months  complica tes  the  PPFAC ra te  process . A 12-

month re cove ry pe riod a voids  ha ving multiple  P P FAC ra te s  impos e d in one  ye a r, or

having multiple  years  incorporated into one PPFAC rate .

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- How do you propose to establish the True-Up Component for the PPFAC?

At the  s ame  time  tha t UNS Electric propos es  its  Forward Component (December 31 of

e a ch ye a r), UNS  Ele ctric  a ls o provide s  informa tion a nd ca lcula tion of the  True -Up

Compone nt. The n, by April 1 of the  following ye a r, UNS  Ele ctric will provide  upda te d

information and ca lcula tions  to supplement its  True-Up Component. The  purpose  of this

supplement is  to replace estimated balances with actual balances for that year ending.

A.

A.

A.

11
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RUCO witness  Ms. Diaz Cortez gene ra lly agreed with the  PPFAC the  Company filed in

this  ca se  with some  sugge s te d modifica tions : 1) not a llowing the  Compa ny to include

Letter of Credit fees, 2) placing a cap of 6 mils per year on the amount that the PPFAC can

increase , plus requiring a  filing for recovery when a  $10 million bank threshold is  reached,

and 3) a  90/10 sharing be tween customers  and shareholders  of any fue l and purchased

power costs that exceed the base cost of fuel and purchased power.

In addition, the  Commiss ion recently approved S ta ff's  proposed mechanism for APS in

Decis ion No. 69963 (June  28, 2007), with some  modifica tions , and TEP recently filed a

mechanism that was developed along the lines of Staff's  PSA proposal for APS, as well as

the  proposed P lan of Adminis tra tion ("POA") for APS ' PSA. For the  foregoing rea sons

and upon further inte rna l review, UNS Electric be lieves  tha t S ta ffs  proposed mechanism

for APS will be  e ffective  in mitiga ting the  vola tility in its  power supply and de live ry cos ts

and believes a  similar mechanism is preferable  to what we originally filed in this case.

Q. Is UNS Electric proposing a different Base Cost of Fuel and Purchased Power with

this change in the PPFAC methodology?

No. We  a re  propos ing to se t the  Base  Cos t of Fue l and Purchased Power a s  origina lly

filed in this  case .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

1 8 A.

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Q- Are you proposing that a PPFAC rate be established to begin when the Pinnacle

West Capital Corporation wholesale Power Supply Agreement expires?

Yes . The  full requirements  purchased power agreement with PWCC ends  on May 31,

2008. We are proposing, as outlined in the Company's proposed PPFAC POA attached as

Exhibit MJD-3, the PPFAC Year begin June 1 S1 and end on May 3 IS of the following year.

The  firs t full PPFAC Yea r in which a  PPFAC ra te  would apply would begin on June  1,

2008 and end on May 31, 2009 ("2008 PPFAC Year"). We  a re  a lso propos ing tha t the

A.

8



in itia l P P FAC ra te  be  s e t a t ze ro  in  th is  ca s e  a nd the  firs t ne w P P FAC ra te  be  e s ta blis he d

for the  2008 P P FAC Ye a r a s  de scribe d he re a fte r.

How would UNS Electric propose to establish the PPFAC rate starting June 1, 2008?

I will e xpla in  th is  in  more  de ta il la te r, but UNS  Ele ctric would propos e  a  filing by

December 31, 2007 to e s tablish the  PPFAC ra te  for the  2008 PPFAC Year. We  would

propose  tha t S ta ff review our filing and prepa re  its  initia l report within 45 days . Fina lly,

we  would propos e  tha t S ta ff is s ue  its  fina l re port a pproving a nd/or modifying the

Company's  proposal for the  2008 PPFAC Year ra te  by April 15, so tha t the  2008 PPFAC

Year ra te  would be  e ffective  on June  1, 2008. Tha t 2008 PPFAC Year ra te  would be  in

e ffect until May 31, 2009. Then the  2009 PPFAC Yea r ra te  would be  e ffective  s ta rting

June 1, 2009 through May 31, 2010. Essentially, we propose that each year's  PPFAC rate

would be  effective  from June 1 of that year until May 31 of the  following year.

1

2

3

4 Q.

5 A.

6

7

8

9

10

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25

26

27

Q- Could you explain how the PPFAC is structured?

UNS  Ele ctric  propos e s  tha t the re  be  two prim a ry com pone nts  to the  P P FAC ra te . For the

2008 P P FAC Ye a r ra te , the s e  two com pone nts  would be :

1. Forwa rd Com pone nt: This  com pone nt would  be  ba s e d on the  fore ca s te d  fue l a nd

purcha s e  powe r cos ts  fo r the  fo llowing  ye a r. For e xa m ple , fo re ca s ts  fo r fue l a nd

p u rc h a s e  p o we r in  la te  2 0 0 7  wo u ld  b e  u s e d  to  e s ta b lis h  th e  P P F AC  F o rwa rd

Com pone nt for 2008. Forwa rd  price s  would  a ls o  be  us e d  to  e s ta blis h  the  P P FAC

Forwa rd Com pone nt a nnua lly.

True -Up Com pone n t: Th is  com pone n t would  com pa re  a c tua l fue l a nd  purcha s e

powe r cos ts  with  the  a m ount UNS  Ele c tric  colle c te d through ba s e  ra te s  a s  we ll a s

the  P P FAC ra te  for the  prior ye a r. If a c tua l cos ts  we re  a bove  wha t wa s  colle c te d ,

th e  Tru e -Up  C o m p o n e n t wo u ld  b e  a n  a d d itio n a l a m o u n t to  b e  c o lle c te d  fro m

cus tom e rs  in  the  s ubs e que nt ye a r. Bu t s h o u ld  a c tu a l c o s ts  b e  b e lo w wh a t wa s

2.

9



1

2

3

colle cte d, the  True -Up Compone nt would re fle ct a  cre dit towa rds  the  P P FAC ra te

for the  following ye a r. For ins ta nce , re conciling a ctua l ve rsus  fore ca s te d 2008 fue l

a nd purcha s e  powe r ra te s  would be  incorpora te d into the  2009 P P FAC Ye a r ra te

via  the  True -Up Compone nt.

Do you have a simple hypothetical to demonstrate how the PPFAC would work?

Yes. Suppose  the  Base  Cost of Fue l and Purchased Power is  seven cents  pe r kph, but

a ctua l fue l a nd e ne rgy cos ts  we re  fore ca s te d to be  e ight ce nts  pe r kph for 2008. The

P P FAC ra te  for 2008 wa s  se t a t one  ce nt pe r kph. S o, the  tota l fue l a nd e ne rgy cos t

collected was e ight cents per kph, but the  actual tota l amount of fuel and energy costs for

2008 turned out to be only 7.5 cents per kph. For 2009, the fuel and energy cost forecasts

anticipate  8.5 cents per kph cost. Under this  hypothetical:

Base  Fue l and Energy Cost:

2009 Forwa rd Compone nt:

2009 True -Up Compone nt:

2009 P P FAC Ra te  (Forwa rd + True -up):

2009 Fue l and Ene rgy Cost Collected:

7 cents  pe r kph.

1.5 cents  per kph*

-0.5 cents per kWh

1 ce nt pe r kph

8 cents  pe r kph

The  a bove  e xa mple , while  s implifie d to ignore  ye a r ove r ye a r s a le s  volume  diffe re nce s ,

give s  a n a ccura te  portra ya l of the  a c tua l in te rpla y be twe e n the  Forwa rd a nd True -Up

Components  to e s tablish the  annua l PPFAC ra te .

How do you propose to establish the Forward Component for the PPFAC?

4

5
6 Q.

7 A.

8

9
10
11

12

13
14

15
16

17
18

19

20

21
22

23 Q.

24 A.
25

26

27

Ea rlie r in my te s timony, I indica te d tha t UNS Ele ctric propose s  to file  informa tion a nd

ca lcula tions  for e s tablishing the  Forward Component for the  2008 PPFAC Year ra te  by

1 2009 Forecast of 8.5 cents less Base Cost of Fuel and Purchased Power off cents.

2 2009 True-up is based on 2008 actual cost versus recovery. 2008 recovery was based on forecast of 8 cents but

actual cost was only 7.5 cents. Therefore, True-up = Actual - Recovery = 7.5 - 8.0 : -0.5 cents.

1 0



1

2

3

4

De ce mbe r 31, 2007. UNS  Ele ctric  would tile  this  informa tion a nnua lly e ve ry De ce mbe r

31 to s ta rt the  proce ss  for de te rmining the  following ye a r's  P P FAC ra te .

Q- What information would UNS Electric file to establish the Forward Component?

5

6

UNS  E le c tric  wo u ld  p ro v id e  th e  m o s t c u rre n t  fo re c a s ts ,  in c lu d in g  a n y kn o wn  a n d

me a sura ble  cha nge s  e xpe cte d to ta ke  pla ce , for the  following ye a r. The se  fue l a nd e ne rgy

price  fore ca s ts  would be  the  ba s is  for e s ta blishing the  Forwa rd Compone nt for the  P P FAC

ra te  for the  following ye a r.

Q- Should the Forward Component be established so that UNS Electric recovers 100

percent of anticipated fuel and energy costs within a 12-month period?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Ye s . Firs t, the  cos ts  a re  ba s e d on fore ca s ts  tha t a ccura te ly re fle ct wha t fue l a nd e ne rgy

cos ts  a re  a nticipa te d to be . The se  a re  cos ts  of providing e le ctric se rvice  to cus tome rs  the

Com pa ny will a c tua lly incur the  fo llowing  ye a r. A 12-m onth pe riod e ns ure s  tha t the

Compa ny is  time ly compe nsa te d for cos ts  it ha s  incurre d. S e cond, to the  e xte nt the  a ctua l

fue l a nd e ne rgy cos ts  a re  more  or le ss  tha n wha t wa s  colle cte d, the  True -Up Compone nt I

de s cribe  be low will be  a  cha rge  or cre dit a ga ins t the  P P FAC ra te  for the  following ye a r.

Third, de fe rring re cove ry be yond 12 months  complica te s  the  P P FAC ra te  proce s s . A 12-

m onth  re cove ry pe riod  a voids  ha ving  m ultip le  P P FAC ra te s  im pos e d in  one  ye a r,  or

having multiple  yea rs  incorpora ted into one  P P FAC ra te .

Q. Ho w d o  yo u  p ro p o s e  to  e s tab lis h  th e  Tru e -Up  Co mp o n en t fo r th e  P P FAC?

23

24

25

26

27

At the  s a me  time  tha t UNS  Ele ctric  propos e s  its  Forwa rd Compone nt (De ce mbe r 31 of

e a c h  ye a r),  UNS  E le c tric  a ls o  p rov ide s  in fo rm a tion  a nd  c a lc u la tion  o f the  True -Up

Com pone nt.  The n, by April l of the  following ye a r,  UNS  Ele c tric  will provide  upda te d

informa tion a nd ca lcula tions  to supple me nt its  True -Up Compone nt. The  purpose  of this

supplement is  to replace  estimated ba lances with actua l ba lances for tha t yea r ending.

A.

A.

A.

11



1 Q.

2

3

4

Wo u ld  th e  Tru e -Up  Co mp o n en t a ls o  b e  e s tab lis h ed  to  en s u re  100 p e rcen t reco ve ry o r

re fu n d  with in  12 mo n th s ?

Yes . For the  sa me  re a sons  the  Forwa rd Compone nt should be  de s igne d to re cove r 100

p e rc e n t o f th e  fu e l a n d  p u rc h a s e  p o we r c o s ts  (n o  m o re  a n d  n o  le s s ),  th e  Tru e -Up

Compone nt for e a ch P P FAC ra te  should be  de s igne d to re cove r or re fund 100 pe rce nt of

the  ove r-recove ry or unde r-recove ry tha t exis ts  from the  prior yea r.

Q. Once UNS Electric makes its PPFAC filing, how would you envision the procedure

occurring to approve the new PPFAC rate for the following year?
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We  propose  S ta ff ha ving 45 da ys (i.e ., by Fe brua ry 15 of tha t ye a r) to  is s ue  a ny initia l

com m e nts  re ga rd ing  UNS  E le c tric 's  filing  o r re com m e nding  a ny a d jus tm e nts  to  the

Com pa ny's  ca lcula tions . UNS  Ele ctric  would file  upda te d inform a tion a nd ca lcula tions

conce rning the  True -Up Compone nt by April 1 of the  following ye a r. We  furthe r propose

S ta ff ha ving a n a dditiona l two we e ks  (i. e ., until April 15) to file  a ny a dditiona l comme nts

or re comme nda tions  a bout the  True -Up Compone nt. Th is  wou ld  a llow a m ple  tim e  to

im ple m e nt the  ne w P P FAC ra te  with or without m odifica tion be fore  Ma y 31 s o tha t the

ne w P P FAC ra te  would be  in e ffe ct by J une  l. We  would furthe r propose  tha t P P FAC ra te

be ing in e ffe ct for the  s ubs e que nt 12 months  (from J une  1 through Ma y 31 the  following

ye a r.) Exhibit MJ D-4 outline s  the  tim e line  UNS  Ele ctric  propos e s  for im ple m e nting the

P P FAC ra te  for each P P FAC Yea r (i.e ., from J une  l to the  following Ma y 31.)

22

23

24

25

26

27

We furthe r propose  tha t unle ss  the  Commiss ion acts  to suspend the  P P FAC or take s  some

othe r a ction by Ma y 31, the  P P FAC ra te  - a s  propose d on De ce mbe r 31 a nd a s  modifie d

on April 1 - will go into e ffe ct on J une  l (i. e ., the  s ta rt of the  P P FAC Ye a r.)
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I
I

1 .  G ENERAL DES CRIP TIO N

This document describes the plan for administering the Purchased Power and Fuel Adjustment
Clause ("PPFAC") the Arizona Corporation Commission ("Commission") approved for UNS
Electric, Inc. ("UNSE") in Decision No. XXXXX [DATE]. The PPFAC prov ides for the
recovery of fuel and purchased power costs from the date of that decision forward.

The PPFAC described in this Plan of Administration ("POA") uses a forward-looldng estimate
of fuel and purchased power costs to set a ratethat is then reconciled to actual costs experienced.
This POA describes the application of the PPFAC.

2. DE F INITIO NS

Applicable Interest .- Based on one-year Nominal Treasury Constant Maturities rate contained in
the Federal Reserve Statistical Release H-15.

Base Cost of Fuel and Purchased Power -. An amount generally expressed as a rate per kph,
which reflects the fuel and purchased power cost embedded 'M the base rates as approved by the
Commission in UNSE's most recent rate case. The Base Cost of Fuel and Purchased Power
revenue is the approved rate per kph times the applicable sales volumes. Decision No. XXXXX
set the base cost at $X.XXXX per kph effective on [DATE].

Forward Component -An amount expressed as a rateper kph charge that is updated annually on
June 1 of each year and effective with the first billing cycle 'm June. The Forward Component for
the PPFAC Year will adjust for the difference between the forecasted fuel and purchased power
costs expressed as a rate per kph less the Base Cost of Fuel and Purchased Power generally
expressed as a rate per kph embedded in UNSE's base rates. The result of this calculation will
equal the Forward Component, expressed aS a rate perk p h .

Forward Component Tracking Account - An account .that records on a momMy basis UNSE's
over/under-recovery of its actual costs of fuel and purchased power as compared to the actual
Base Cost of Fuel and Purchased Power revenue and Forward. Component revenue; plus
Applicable Interest. The balance of this account as of the end of each PPFAC Year is, subject to
periodic audit, reflected in the next True-Up Component calculation. UNSE files the balances
and supporting details underlying this Account with die Commission On a monthly basis via a
monthly reporting requirement.

Mark-to-Market Accounting - Recording the value of qualifying commodity contracts to reflect
their current market value relative to their actual cost.

Native Load.- Native load includes customer load in the UNSE control area for which UNSE has
a generation service obligation.

PPFAC ._. The Purchased Power and Fuel Adjustment Clause approved by the Commission in
Decision No. XXXXX that tracks chaNges in the cost of obtaining power supplies based upon
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1
forward-looking estimates of fuel and. purchased power costs that are eventually reconciled to
actual costs experienced as described herein.

PPFAC Rate
Component.

an The combina tion of two ra te  components, the  Forward Component and True-Up

PPFAC Year A consecutive 12-month period beginning each June 1 and lasting through May
31 the following year. The PPFAC will initially be set to zero on the date the Commission issues
a decision in this proceeding (Decision No. XXXXX). The first year of the PPFAC will begin
on June 1, 2008 and end on May31, 2009.

Svstem Book Fuel and Purchased Power Costs - The costs recorded for the fuel and purchased
power used by UNSE to serve both Native Load and off-system sales, less the costs associated
with applicable special coNtracts and Mark-to-Market Accounting adjustments. Wheeling costs
and broker's fee are included.

Off-System Wholesale Sales Revenue - The revenue recorded from sales made to non-Native
Load customers, for the purpose of optimizing the UNSE system, using UNSEE-owned or
contracted generation and purchased power, less Mark-to-Market Accounting adjustments.

Traditional Sales-for-Resale ; The portion of load firm Native Load wholesale customers that is
served by UNSE.

Time-Up CompOnent - An amount expressed as a rate per kph charge that is updated annually
on June 1 of each year aNd effective with die first billing cycle 'm June. The purpose of this
charge is to provide for a true-up mechanism to reconcile any over or under-recovered amounts
from the preceding PPFAC Year tracing account balances to be refunded/collected from
customers in the coming year's PPFAC rate.

True-Up Component Tracking AcCount -. An account that records on a monthly basis the account
balance to be collected or refunded via the True-Up Component rate as compared to the actual
The~Up Component revenues, plus Applicable Interest, the balance of which at the close of the
preceding PPFAC Year is, subj et to periodic audit, then reflected in the next True-Up
Component calculation. UNSE liles the balances and supporting details underlying this Account
with the Commission on a monthly basis.

Whee1in2 Costs (FERC Account 565. Transmission of Electricitv by Others) -Amounts  pa ya ble
to others for the  transmission of UNSE's e lectricity over transmission facilities owned by others.
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3. P P FAC COMP ONENTS

The PPFAC Rate will consist of two components designed to provide for the recovery of actual
prudently incurred fuel and purchased power costs. Those components are

1 . The Forward Component, which recovers or refunds differences between expected
PPFAC Year (each June 1 through May 31 period shall constitute aPPFAC Year)
fuel and purchased power costs and those embedded in base rates

2. The True-Up Component, which tracks the differences between the PPFAC Year's
actual fuel and purchased power costs and those costs recovered through the
combination of base rates and the Forward Component, and which provides for
their recovery during the next PPFAC Year

The PPFAC Year begins on June  1 and ends the  following May31. The  first full PPFAC Year in
which the  P P FAC ra te  s ha ll a pply will be gin on J une  l,  2008 a nd e nd on Ma y 31, 2009
Succeeding PPFAC Years willbegin on each June 1 thereafter

For the period firm when the Commission issued Decision No. XXXXX in this case - until June
1. 2008 - the Base Cost of Fuel and Purchased Power rate established in that decision will be in
effect

On or before December 31 of each year, UNSE will submit a PPFAC Rate filing, which shall
include a proposed calculation of the components for the PPFAC Rate. This filing shall be
accompanied by supporting information as Staff determines to be required. UNSE wil l
supplement this Blind with True-Up Component filing on or before April 1 in order to replace
estimated balances with actual balances, as explained below

A. Forward Component Description

The Forward Component is intended to refund or recover the difference between: (1) the fuel and
purchased power costsembedded in base rates and (2) the forecasted fuel and purchased power
costs over a PPFAC Year that begins .on June 1 and ends the following May 31. UNSE will
submit, on or before December 31 of each year, a forecast for the upcoming PPFAC Year (June I
through May 31) of its fuel and purchase power costs. It willalso .submit a forecast of kph sades
for the same PPFAC year, and divide the forecasted costs by the forecasted sales to produce the
cents per kph unit rate required to collect those costs over.those sales. The result of subtracting
the Base Cost of Fuel and Purchased Power Horn this unit rate shall be the Forward Component

UNSE shall maintain and report monthly the balances in a Forward Component Tracking
Account, which will record UNSE's over/under-recovery of its actual costs of fuel and purchased
power as compared to the achlal Base Cost of Fuel and Purchased Power revenue and Forward
Component revenue. This account will operate on a PPFAC Year basis (i.e. June 1 to the
following May 31), and its balances wil l be used to administer this PPFAC's True-Up
Component, which is described immediately below
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Should an unusual event occur causing a drastic change 'm forecasted fuel and energy prices
such as a hurricane or other calamity - UNSE has the discretion to apply for an adjustment to the
forward component. Such an adjustment would only last until May 31 and would not be
implemented unless approved by Staff and upon notice to the Commission

B. True-Up Component Description

The True-Up Component in any current PPFAC Year is intended to refund or recover the
balance accumulated in the Forward Component Tracldng Account (described above) during the
previous PPFAC year. Also, any remaining balance &om the True-Up ComponentTracldng
Account as of May31 would roll over into the True-Up Component for the coming PPFAC year
starting June 1. The sum of projected FOrward Component Tracking Account. and True-Up
Component Tracldng Account balances on May 31 is divided by the forecasted PPFAC year
kph sales to determine the True-Up Component for the coming PPFAC year

WSE. shall maintain and report monthly the balances in a True-Up Component Tracing
Account, which will reflect monthly collections or refunds under the True-Up Component and
the amounts approved for use in calculating the True-Up Component

Each annual UNSE filing on December 31 will include an accumulation of Forward Component
Tracing Account balances and True-Up Component Tracking Account balances for the
preceding June through November and an estimate of the balances for December through May
(the remaining six months of the cMentPPFAC Year). The UNSE filing shall use these balances
to calculate a prelimjn True-Up Component for the coming PPFAC Year. On or before April
1, UNSE will submit a supplemental filing that recalculates the True-Up Component. This
recalculation shall replace estimated monthly balances with those actual monthly balances that
have become available since the December 31 filing

The December 31 tiling's use of estimated balances for December through May (with supporting
workpapers) is required to allow the PPFAC review process to begin in a way that will support
its completion beforeJune 1. TheApril 1 updating will allow for the use of the most current
balance information available before the PPFAC would go into effect. In addition to the April 1
update filing, UNSE monthly filings (for the months of November through April) of Forward
Component Tracldng Account balance information and True-Up Component Tracking Account
balance information will include a recalculation (replacing estimated balances with actual
balances as they become known) of the projected True-Up Component unit rate required for the
next PPFAC Year

The True-Up Component Tracldng Account will measure the changes each month in the True
Up Component balance used to establish the current True-Up Component as a result of
collections under the True-Up Component 'm effect. It will subtract each month's True-Up
Component collections from the True-Up Component balance. The True-Up Component
Account will also include Applicable Interest on any balances. UNSE shall tile the amounts and
supporting calculations and workpapers for this account each month
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4 . CALCULATION OF THE P P FACRATE

The PPFAC rate is the sum of the two components, Le., Forward Component and True-.Up
Component. The PPFAC rate shall be applied to customer bills. Unless the Commission has
otherwise acted On a new PPFAC rate by May 31, the proposed PPFAC rate (as amended by the
updated April 1 filing) shall go into effect on June 1. The PPFAC rate shall be applicable to
UNSE's retail electric rate schedules (except those specifically exempted) and is adjusted
annually. The PPFAC Rate shall be applied to the customer's bill as a monthly ldlowatt-hour
("kwh") charge that is the same for all customer classes

The PPFAC rate  shall be  reset on June .1 of each year, and shall be  effective  with the  firs t June
billing cycle unless  suspended by the Commiss ion. It is  not prorated

5 .  F ILING  AND P ROCEDURAL DEADLINES

A. December 31 Filing

UNSE shall 81e the PPFAC rate with all Component calculations for the PPFAC year beginning
on the next June 1, including all supporting data, with the Commission on or before December
31 of each year. That calculation shall use a forecast of kph sales and of fuel and purchased
power costs for the coming calendar year, with all inputs and assumptions being the most current
available for the Forward Component. The tiling will also include the True-Up Component
calculation for the year beginning on the next June 1, with all supporting data. That calculation
will use the same forecast of sales used for the Forward Component cadculadon

B. Ap ril 1 Filin g

UNSE will update the December 31 filing .by April 1. This update will replace estimated
Forward Component Tracldng Account balances, the True-Up Component Tracking Account
balances with actual balances and with more current estimates for those months (March, April
and May) for which actual data are not available. Unless the Commission has otherwise acted on
the UNSE calculation by June 1, the PPFAC rate that UNSE proposed will gO into effect on June

c . Additional Filings

UNSE will also tile with the Commission any additional information that the Staff determines it
requires to verify the component calculations, account balances, and any other matter pertinent to
the PPFAC

June 12. 2007 Page 5



UNS Electric, Inc.
Docketno. 18-04204A_06-0783

Proposed Plan of Administration
Purchased Power & Fuel Adjustment Clause

D. Review Process
:

E
a

!
I
t

The Commission Staff and interested parties will have an opportunity to review the December 31
and April 1 forecast, balances, and supporting data on which the calculations of the two PPFAC
components have been based. Any objections to the December 31 calculations must be filed
within 45 days of the UNSE filing. Any objections to the. April l calculations must be filed
within 15 days of the UNSE filing (i.e. by April15.)

E. ExtraordinawCircumstances

Should an unusual event occur that causes a drastic change in forecasted fuel and energy prices
such as a hurricane or other calamity - UNSE will have the authority to request an adjustment to
the forward component reflecting such a change. Staff must review and either approve, modify
or deny UNSE's request within 30 days. This adjustment will only last until May 31, or the end
of the current PPFAC Year.

6; VERIFICA TIUNAND AUDIT

The amounts charged through the PPFAC will be subject to periodic audit to assure their
completeness andaccuracy and to assure that all fuel and purchased power costs were incurred
reasonably and prudently. The Commission may, after notice and opportunity for hearing, make
such adjustments to existing balances or to already recovered amounts as it finds necessary to
Correct any accounting or calculation errors or to address any costs found to be unreasonable or
imprudent. Such adjustments, with appropriate interest, shall be recovered or refunded in the
True-Up Component for the following year (i.e. starting the next June 1.)

7_ CALCULATIONS

A. Schedule 1: PPFAC Rate Calculation

Enter the appropriate effective periods for the Current and PropOsed PPFAC Cohunns and then
complete the following in each respective column:

1.
2.
3.
4.

On Line 1, enter the Forward Component Hom Schedule 2, Line 8.
On Line 2, enter the True-Up Component &own Schedule 4, Line 5.
On Line 3, enter the sum of Lines 1 and 2 to calculate the total PPFAC Rate.
Calculate the Increase/(Decrease) in rates and % Change by respective lines:
Proposed Rates Less Current Rates equals Increase/(Decrease) with result divided
by Current Rate to determine% of Increase/(Decrease).

Reflect notes as appropriate.

i

I
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I

I

B. Schedule 2: PPFAC Forward Component Rate Calculation

II
I

I

I

I
I

Enter the appropriate effective periods for the Current and Proposed PPFAC columns and then
complete the following 'm each respective column:

1. On Line 1, enter the Projected Fuel and Purchased Power Costs for the coming
year. .

2. On Line 2, enter 90% of the Projected Off~System Sales Revenue (entered as a
negative value) for the coming year.

3. On Line 3, enter the PPFAC Adjustments to Fuel and Purchased Power Costs for
the coming year.

4. On Line 4, enter the sum of Lines 1 through 3 to arrive at the Net Fuel and
. Purchased Power Costs.
5. On Line 5, enter the Projected Native Load Sales (MWh), including Wholesale

Native Load Customers for the coming year.
6. On Line 6, enter the derivation of the Net Fuel and Purchased Power Costs

divided by the Projected Native Load Sales to arrive at the Projected Average Net
Fuel Cost per kph.

7. On Line 7, enter the Authorized Base Cost of Fuel and Purchased Power Rate per
k p h .

8. On Line 8, enter the sum of  Line 6 less Line "7 to arrive at the Forward
Component rate per kph, and then can'y forward resultant value to Schedule 1,
Line 1.

I
I

Reflect notes as appropriate.

C. Schedule 3: Forward Component Tracking AccOunt

Enter the appropriate: effective dates for the PPFAC Forward Component currently being
tracked, year for the column headed "Cycle Billing Month"; and Base Rate and Forward
Component in columns h and i. On lines l through 12 under the Cycle Billing Month, January
through December for each respective column complete the following:

1. On Lines 1 to 12, enter the monthly PPFAC Retail Energy Sales (Mwh) and the
monthly Wholesale Native Load Energy Sales in columns a and b, respectively.
The sum of columns a and b equals the Total Native Load Energy Sales in column
c. Currently, Whole re Native Load Energy Sales include Traditional Sales-for-
Resale and any Supplemental Sales.

2. On Lines 1 to 12, enter the monthly System BOok Fuel and Purchased Power
Costs and 90% of the monthly System Book Off-System Sales .Revenue in
columns d and e, respectively:

The sum of column d minus e equals the. monthly Net Native Load Power
Supply Costs in column £
The off-systefm sades margin is embedded in the Net Native Load Power
Supply Cost. The costs associated with the offlsystemn sales are included in the
System Book Fuel and Purchased Power Costs.

i
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i

When the System Book Off-System Sales Revenue is subtracted from the
System Book Fuel and Purchased Power Costs, the difference 'between the
off-system sades costs and revenue ends up 'm the Net Native Load Power
Supply Cost. That difference is the off-system sales margin.
A list of the items included in the PPFAC sales and costs described above will
be included in the PPFAC reporting schedules filed with the Commission each
month.

1

I
I

i

I

3. On LineS 1 to 12, calculate the PPFAC Retail Power Supply Costs, column g by
dividing the PPFAC Retail Energy Sales in column a by the Total Native Load
Energy Sales in column c, then multiply the product by the Net Naive Load
Power Supply Costs 'm column £

4. On Lines 1 to 12, calculate the amount recovered via the Commission approved
embedded base flue] and purchased power rate by multiplying the Retail Energy
Sales in column a by the Commission approved Base Cost of Fuel and Purchased
Power rate entered in the above column heading .the result which is entered in
column h.

5. On Lines 1 to 12, calculate the amount recovered via the Forward Component rate
by multiplying said rate by the Retail Energy Sales in column a, the result which
is entered in column i.

6. On lines l to 12,calculate the respective level of (Over)/Under Collection in
column j by subtracting the Base Rate Power Supply Recovery and the Forward
Component Recovery Hom the PPFAC Retail Power Supply Costs, columns g
and h, respectively.

EI

An interest rate, based on the one-year Nominal Treasury Constant Maturities rate contained in
the Federal Reserve Statistical Release, H-15, is applied each month to the previous month's
Tracldng Account Balance. The interest rate is adjusted annually on the first business day of the
calendar year in the same manner as theUNSE customer deposit rate.

The (Over)/Under Collection, the Interest and the prior month's Tracldng Account Balance
produce the current month's balance.

D. Schedule 4: PPFAC True-Up Component Rate Calculation

Enter the appropriate effective periods for the Current and Proposed PPFAC-2 columns and then
complete the following in each respective column: .

1. On Line 1, enter the Forward Component Tracldng Account Balance from
Schedule 3, Linell, column i.

2. On Line 2, enter. the True-Up Component Tracldng Account BalanCe from
Schedule 5, Line 8.

3 .  On L i ne 3 ,  enter  t he sum  of  L i nes 1 ,  and 2  to  ar r i v e  a t  t he Tota l
. (Refundable)/Collection Amount Balance.

4. On Line 4, enter the respective Projected Energy Sales (MWh).
5. On Line 5, enter the Applicable True-Up Component rate by dividing Line 3 by

Line 4.

1
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i

I

R
I

Reflect notes as appropriate .

E. Schedule 5: TruUp Component Tracking Account

Enter the appropriate: effective dates for the PPFAC Prior True-Up Component being tracked:

E

I

I

On Line 8, for May and Line 1 for Jame, enter the The-Up Component balance as of June 1,
20XX. On Line 2, (Prior period PPFAC True-Up Component Calculation From Schedule 4, Line
4) for June enter any true-up for the use of prior period estimates, (i.e. prior estimated March,
April and May True~Up Component rate application revenues to subsequent actual data), the sum
of Lines l and 2, to reflect the Adjusted True-Up Component Beginning Balance as of June 1,
2 o x x .

Each month, the Applicable True-Up Component rate is multiplied by the Retail Energy Sales to
calculate the revenue received from the Applicable True-Up Component rate. The revenue is
subtracted from the Adjusted Beginning Balance.

I

1

Interest is applied Monthly based on the effective one-yea Nominal Treasury Constant
Maturities rate that is contained in the Federal Reserve Statistical Release, H-15, or its successor
publication. The interest rate is adjusted annually on the first business day of the PPFACYear.

Reflect notes as appropriate.

8. COMP LIANCE REP ORTS

UNSE shall provide monthly reports to Staffs Compliance Section and to the Residential Utility
Consumer Office detailing adj calculations related to the PPFAC. A UNSE Officer shall certify
under oath that all information Provided in the reports itemized below is true and accurate to the
best of his or her .information and belief These monthly reports shall be due within 30 days of
the end of the reporting period.

i
I

i
I

The publicly availablereports will include at a minimum:

1. The PPFAC Rate Calculation (Schedule 1); Forward Component and Tn1e#Up
Component Calculations (Schedules 2 and 4); Annual Forward Component and,
True-Up Component Tracldng Account Balances (Schedules 3 and 5). Additional
information will provide other relative inputs and outputs such as:

a. Total power and fuel costs.
b. Customer sales in both MWh and thousands of dollars by customer class.
c. Number of customers by customer class.
d( A detailed listing of all items excluded from the PPFAC calculations.
e. A detailed listing of any adjustments to the adjustor reports.
£ Total off-system sales revenues.
g. System losses in MW andMwh.
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h. Monthly maximum retail demand in MW

2. Identification of a contact person and phone number HomUNSE for questions

UNSE shall also provide to Commission Staff monthly repOrts containing the infonnation listed
below. These reports shall be due within 30 days of the end of the reporting period. A11 of these
additional reports must be provided confidentially

A. Information for each generating unit will include the following items
1. Net generation, in MWh per month, and 12 months cumulatively
2. Average heat rate, both monthly and 12-month average
3. Equivalent forced-outage rate, both monthly and 12-month average
4 . Outage iMomaUon for each month include, but not limited to, event type

start date and time, end date and time, and a description
5. Total fuel costs per month
6. The fuel cost per kph per month

B. Information on power purchases will include the following items per seller
(information on economy interchange purchases may be aggregated)
1. The quantity purchased in MWh
2. The demand purchased in MW to the extent specified in the contract
3. The total cost for demand to the extent specified in the contract
4. The total cost of energy

C. Information on off-system sales will include the following items
1. An itemization of off-system sales margins per buyer
2. Details on negative off-system sales margins

D. Fuel purchase information shall include the following items
L Natural gas interstate pipeline costs, itemized by pipeline and by individual

cost components, such as reservation charge, usage, surcharges and fuel
2. Natural gas commodity costs, categorized by short-term purchases (one month

or less) and longer term purchases, including price per. therm, total cost
supply basin, and volume by contract

E. UNSE will also provide
1. Monthly projections for the next 12-month period showing estimated

(Over)/undercollected amounts
2. A summary of unplanned outage costs by resource type
3. The data necessary to an'ive at the System and OH-Swtem Book Fuel and

Purchased Power cost reflected in the non-confidential filing
4. The data necessary to arrive at the Native Load Energy Sales MWh reflected

in the non~confidential tiling

Work papers and other documents that contain proprietary or confidential information will be
provided to the Commission Staff under an appropriate protective agreement. UNSE will keep
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I
fuel and purchased power invoices and contracts available for Commission review. The
Commission has the right to review the prudence of fuel and power purchases and any
calculations associated with the PPFAC within XX years of those costs being incurred. Any
costs flowed through the PPFAC are subject to refund, if those costs are found to be imprudently
incurred.

9. ALLOWABLE COSTS

I
i
I

s

:

I
s

A. Accounts

The allowable PPFAC costs include fuel and purchased power costs incurredto provide service
to retail customers. Additionally, the prudent direct costs of contacts used for hedging system
fuel and purchased power will be recovered under the PPFAC. The allowable cost components
include the following Federal Energy Regulatory Commission ("FERC") accounts:

l 501 Fuel (Steam)
l 547 Fuel (Other Production)

555 Purchased POwer
565 Wheeling (Transmission of Electricity by Others)

These accounts are subject to change if the Federal Energy Regulatory Commission alters its
accounting requirements or de5nitions.

B. Other Allowable Costs

I

In addition to the fuel and purchased power costs in the above mentioned FERC accounts, the
following costs will also be recovered through the PPFAC:

l Energy procurement, scheduling and management fees allocated to UNSE from TEP.
l Credit costs necessary to support fuel and purchased power contracts
I Any and all federal and/or state carbon taxes applied to UNSE's generation or fuel

and purchased over contracts .
Outside legal expenses incurred to litigate fuel and purchased power matters on
behalf of UNSE's customers, such as pipeline and transmission rate cases and
contract disputes . .
Amortized interstate pipeline and electric transmission interconnection costs

!

I
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1 Q.

2

Would the True-Up Component also be established to ensure 100 percent recovery or

refund within 12 months?

3

4

Yes. For the  sa me  re a sons  the  Forwa rd Compone nt should be  de s igne d to re cove r 100

p e rc e n t o f th e  fu e l a n d  p u rc h a s e  p o we r c o s ts  (n o  m o re  a n d  n o  le s s ),  th e  Tru e -Up

Compone nt for e a ch P P FAC ra te  should be  de s igne d to re cove r or re fund 100 pe rce nt of

the  ove r-recove ry or unde r-recove ry tha t exis ts  from the  prior yea r.

5

6

7

8

9

10

11

12

13

14

Q_ Once UNS Electric makes its PPFAC filing, how would you envision the procedure

occurring to approve the new PPFAC rate for the following year?

We  propos e  S ta ff ha ving 45 da ys (i.e ., by Fe brua ry 15 of tha t ye a r) to is s ue  a ny initia l

com m e nts  re ga rd ing  UNS  E le c tric 's  filing  o r re com m e nding  a ny a d jus tm e nts  to  the

Com pa ny's  ca lcula tions . UNS  Ele ctric  would file  upda te d inform a tion a nd ca lcula tions

conce rning the  True -Up Compone nt by April l of the  following ye a r. We  furthe r propos e

S ta ff ha ving a n a dditiona l two we e ks  (i. e ., until April 15) to file  a ny a dditiona l comme nts

or re comme nda tions  a bout the  True -Up Compone nt. Th is  would  a llow a m ple  tim e  to

im ple m e nt the  ne w P P FAC ra te  with or without m odifica tion be fore  Ma y 31 s o tha t the

ne w P P FAC ra te  would be  in e ffe ct by J une  l. We  would furthe r propose  tha t P P FAC ra te

be ing in e ffe ct for the  s ubs e que nt 12 months  (from J une  l through Ma y 31 the  following

ye a r.) Exhibit MJ D-4 outline s  the  time line  UNS  Ele ctric  propos e s  for imple me nting the

P P FAC ra te  for e ach P P FAC Yea r (i.e ., from J une  l to the  following Ma y 31.)

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

We furthe r propose  tha t unle ss  the  Commiss ion acts  to suspend the  P P FAC or takes  some

othe r a ction by Ma y 31, the  P P FAC ra te  - a s  propose d on De ce mbe r 31 a nd a s  modifie d

on April I --. will go into e ffe ct on J une  1 (i.e ., the  s ta rt of the  P P FAC Ye a r.)

12

A.

A.

l l
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1 Q. So, UNS Electric proposes annual filings to change the PPFAC rate every twelve

2

3

4

m o n th s "

Ye s . We  be lie ve  this  will provide  e nough fre que ncy to a llow the  Com pa ny to prom ptly

re cove r fue l a nd e ne rgy cos ts  from  cus tom e rs  without burde ning the  Com m is s ion with

multiple  docke ts  in a  12-month pe riod. Unde r norma l circums ta nce s , the re  would only be

one  process  every 12 months to adjust the  PPFAC ra te .

Q. Does the PPFAC allow UNS Electric to address calamities such as a hurricane that

radically alters fuel and purchase power prices?

If the re  wa s  a n e xtra ordina ry e ve nt tha t le d to a  dra s tic cha nge  in fue l a nd e ne rgy price s

for the  re ma ining months  in the  curre nt P P FAC Ye a r, the n UNS  Ele ctric would ha ve  the

option to se e k modifica tion of the  Forwa rd Compone nt. S ta ff a pprova l would be  re quire d

to do so a nd notice  would be  provide d to the  Commis s ion. Tha t modifica tion would only

la s t until Ma y 3 l, whe n the  ne w P P FAC ra te  would be  a pprove d.

Q- Would the modification to the Forward Component be reconciled the following year

through the True-Up Component?

Ye s . The  The -Up Compone nt would a ddre ss  the  modifie d Forwa rd Compone nt.

5

6

7

8

9

10 A .

11

12

13

14

15

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Q. Does UNS Electric envision applying for a modification to the Forward Component

regularly?

No. UNS  Ele ctric would only a pply for this  modifica tion if the re  we re  circums ta nce s  tha t

led to a  dra s tic diffe rence  be tween fue l and purchased power cos ts  be ing collected and the

a ctua l cos ts  incurre d. An e xa mple  such a  s itua tion would be  whe n the  Hurrica ne s  hit the

Gulf Coa s t in Augus t a nd S e pte mbe r of 2005 a nd ca use d subs ta ntia l incre a se s  in fue l a nd

purcha se d powe r cos ts  in the  la tte r third of 2005. In tha t ca se , the  va ria nce  be twe e n wha t

was collected through base  ra te s  and the  exis ting PPFAC ra te  and the  actua l costs  incurred

A.

A.

A.

13
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1 Q So, UNS Electric proposes annual filings to change the PPFAC rate every twelve

m o n th s ?

Ye s . We  be lie ve  this  will provide  e nough fre que ncy to a llow the  Com pa ny to prom ptly

re cove r fue l a nd e ne rgy cos ts  from  cus tom e rs  without burde ning the  Com m is s ion with

multiple  docke ts  in a  12-month pe riod. Unde r norma l circums ta nce s , the re  would only be

one  process  every 12 months to adjust the  PPFAC ra te

8 Q Do e s  th e  P P FAC a llo w UNS  Ele c tric  to  a d d re s s  c a la m itie s  s u c h  a s  a  h u rric a n e  th a t

rad ica lly a lte rs  fu e l an d  p u rch as e  p o wer p rices

If the re  wa s  a n e xtra ordina ry e ve nt tha t le d to a  dra s tic cha nge  in fue l a nd e ne rgy price s

for the  re ma ining months  in the  curre nt P P FAC Ye a r, the n UNS  Ele ctric would ha ve  the

option to se e k modifica tion of the  Forwa rd Compone nt. S ta ff a pprova l would be  re quire d

to do s o a nd notice  would be  provide d to the  Commis s ion. Tha t modifica tion would only

la s t until May 31 , when the  new P P FAC ra te  would be  approved

1 6 Q Wo u ld  th e  m o d ific a tio n  to  th e  Fo rwa rd  Co m p o n e n t b e  re c o n c ile d  th e  fo llo win g  ye a r

th ro u g h  th e  Tru e -Up  Co m p o n e n t?

Ye s . The  The -Up Compone nt would a ddre s s  the  modifie d Forwa rd Compone nt

20 Q Does UNS Electric envision applying for a modification to the Forward Component

regularly

No. UNS  Ele ctric would only a pply for this  modifica tion if the re  we re  circums ta nce s  tha t

led to a  dra s tic diffe rence  be tween fue l and purchased power cos ts  be ing collected and the

a ctua l cos ts  incurre d. An e xa mple  such a  s itua tion would be  whe n the  Hurrica ne s  hit the

Gulf Coa s t in Augus t a nd S e pte mbe r of 2005 a nd ca use d subs ta ntia l incre a se s  in fue l a nd

purcha se d powe r cos ts  in the  la tte r third of 2005, In tha t ca se , the  va ria nce  be twe e n wha t

was collected through base  ra te s  and the  exis ting P P FAC ra te  and the  actua l costs  incurred

13



1

2

3

4

be come s  s o s ignifica nt a s  to wa rra nt a  furthe r a djus tme nt to the  curre nt P P FAC ra te ,

whe the r tha t be  pos itive  or ne ga tive . But the  e ffe ct of the  modifie d Forwa rd Compone nt

wo u ld  b e  to  s m o o th  o u t th e  P P FAC ra te  s o m e wh a t b y e n s u rin g  th a t th e  Tru e -Up

Component does  not result in a  la rger increase  than necessary.

5

6 Q. Does the Company believe that there should be any caps or restrictions in the size or

magnitude of the PPFAC rate?

No. The  Compa ny doe s  not be lie ve  tha t a ny limits  or ca ps  s hould be  put in pla ce . We

be lie ve  tha t the  Commis s ion will ha ve  a mple  control of the  P P FAC through the  propos a ls

des cribed above . S e tting a rtific ia l re s tric tions  in this  proce e ding ha mpe rs  the  goa l of

e ns uring  time ly re cove ry for the  Compa ny, a nd  ma y ha ve  a  ne ga tive  impa c t on  the

Compa ny's  a bility to s e cure  fina ncing on a ttra ctive  te rms  a nd conditions , a s  we ll a s  its

ove ra ll creditworthines s . If cos ts  a re  prudent and rea s onable , UNS  Electric s hould rece ive

prompt recovery of thos e  cos ts .

7

8

9

10

11

12

13

14

15

16

17

18

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

It is  unde rs ta nda ble  tha t the  Com m is s ion  a pplie d  a  ca p  to  AP S ' P S A a s  AP S  ha s  a  we ll-

e s ta blis he d s ys te m  cons is ting  of s ignifica nt s ta ble  cos t nuc le a r a nd coa l fa c ilitie s . UNS

Ele c tric , on  the  o the r ha nd , is  in  the  p roc e s s  o f a c qu iring  a nd  de ve lop ing  its  re s ou rc e

re qu ire m e nts  a nd  it wou ld  no t be  a ppropria te  to  fo rce  a  c a p  on  the  P P FAC ra te  in  d ie s

p e rio d  o f flu x. A ca p  could  s e nd  a  wrong  m e s s a ge  to  ove r-e m pha s ize  s hort-te rm  ra te

s ta bility a t the  de trim e nt of wha t is  in the  be s t long-te rm  inte re s t of our cus tom e rs . Tha t is ,

putting ca ps  a nd colla rs  for ra te  s ta bility in  the  s hort-te rm  ca n le a d to  la rge  de fe rra ls  tha t

c a n  n e g a tive ly im p a c t b o th  th e  C o m p a n y - ma king it a  ris kie r inve s tme nt

customers .-- who have to pay for those cost deferrals eventually.

a n d  its

A.

14
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S urre butta l Te s tim ony of Ra lph C. S m ith
Do c ke t No .  E -0 4 2 0 4 A-0 6 -0 7 8 3
P a ge  59

1 Q.

2

3

Your Direct Testimony identified a number of principal features that should be

considered in the design or modification of UNS Electric's PPFAC. Please describe

how each of these features is covered in Staff's proposed Plan of Administration for

4 t h e  UNS  Ele c t r ic  P P FAC.
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Atta chme nt RCS -7 to my S urre butta l Te s timony pre se nts  a  re dline d re vis ion to Mr.

De Concini's  Exhibit MJ D-3 to re fle ct S ta ffs  re comme nda tions . The  following principa l

7 fea tures  ha ve  been cons idered in the  ma nner des cribed be low:
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A.

The re  s hould  be  a n  opportun ity for Com m is s ion  re vie w of propos e d  cha rge s  be fore

the y be com e  a pp lica b le ,  Re vie w a nd  Com m is s ion  a pprova l m ode le d  a fte r the  AP S

P S A is  provide d  for in  S ta ffs  propos e d  P la n  of Adm inis tra tion  a s  fo llows .  S e c tion  5

p ro vid e s  fo r filin g  a n d  p ro c e d u ra l d e a d lin e s . S e c tio n  8  p ro vid e s  fo r c o m p lia n c e

re porting .  S e c tion  3 -A p rovide s ,  in  the  de fin ition  o f the  Fo rwa rd  Com pone n t,  tha t:

"S h o u ld  a n  u n u s u a l e ve n t o c c u r c a u s in g  a  d ra s tic  c h a n g e  in  fo re c a s te d  fu e l a n d

e ne rgy price s  - s uch  a s  a  hurrica ne  or o the r ca la m ity -.  UNS E ha s  the  d is c re tion  to

a pply for a n a djus tm e nt to  the  forwa rd com pone nt.  S uch a n a djus tm e nt would not be

im ple m e nte d unle s s  a pprove d by the  Com m is s ion." S e ction 5-E provide s  furthe r tha t:

"S hould  a n  unus ua l e ve nt occur tha t ca us e s  a  dra s tic  cha nge  in  fore ca s te d  fue l a nd

e ne rgy price s  - s uch a s  a  hurrica ne  or othe r ca la m ity .- UNS E will ha ve  the  a bility to

re q u e s t a n  a d ju s tm e n t to  th e  fo rwa rd  c o m p o n e n t re fle c tin g  s u c h  a  c h a n g e . The

C o m m is s io n  m a y p ro vid e  fo r  th e  c h a n g e  o ve r  s u c h  p e r io d  a s  th e  C o m m is s io n

de te rm ines  a ppropria te ."

The re  s hould be  a  c le a r provis ion for the  re concilia tion of re ve nue s  a nd cos ts .  S ta ffs

p ro p o s e d  P la n  o f Ad m in is t ra t io n  p ro vid e s  fo r  th is  in  th e  filin g  a n d  p ro c e d u ra l

de a d line s  s pe c ifie d  in  S e c tion  5 ,  the  ve rific a tion  a nd  a ud it p rovis ions  s pe c ifie d  in

S ection 6, a nd the  com plia nce  reporting s pecified in S ection 8.
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The re  s hould  be  a n  opportunity for a n  inde pe nde nt Com m is s ion  re vie w of prude nce

a nd re a s ona ble ne s s  in  a ll a re a s  tha t drive  the  cos ts  colle c te d unde r the  P P FAC. The
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content of these reviews and the issues they address should be subject to examination

and comment by the  affected stakeholders. The  ultimate  purpose  of such reviews is

to enable  the  Commission to make  an informed de tennina tion of what, if any, costs

re s ulte d  from  ine ffe c tive  or im prude nt u tility pe rform a nce ,  a nd wha t,  if a ny,

a djus tme nts  should be  ma de  to future  re cove rie s  a nd ove r wha t pe riods  of time .

S ta ff's  propose d P la n of Adminis tra tion provide s  for ve rifica tion a nd a udit of the

amounts charged through the  PPFAC as follows: "The amounts charged through the

PPFAC will be  subject to pe riodic audit to a ssure  the ir comple teness  and accuracy

and to assure  tha t a ll fue l and purchased power costs  were  incurred reasonably and

prudently. The Commission may, after notice  and opportunity for hearing, make such

adjustments to existing balances or to already recovered amounts as it finds necessary

to correct any accounting or ca lcula tion e rrors  or to address  any costs  found to be

unreasonable  or imprudent. S uch adjus tments , with appropria te  inte re s t, sha ll be

recovered or re funded in the  True-Up Component for the  following year (i.e . s ta rting

the  next J une  l.)" The  monthly compliance  reports  specified in S ection 8 of S ta ffs

proposed P lan of Administra tion should a lso be  helpful to the  S taff, Commission and

RUCO in monitoring the Company's PPFAC rate  and the costs.

The  P P FAC should provide  a  re liable  mechanism for a ssuring rea sonably prompt

recovery of prudent and reasonable  fue l and energy costs . Idea lly, a  we ll designed

P P FAC would avoid s itua tions  where  de layed recove ry of prudent and reasonable

fue l a nd e ne rgy cos ts  would ha ve  ma te ria l fina ncia l conse que nce s  (e .g., through

increased financing costs or restra ints on access to financia l resources). Put another

way, the  PPFAC should, by providing for reasonably prompt recovery of prudent and

reasonable  fue l and energy costs, he lp to mainta in the  utility's  financia l benchmarks
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that promote the ability to secure financing at costs favorable to customers. Staffs

Plan of Administration provides for recovery of prudent and reasonable fuel in two

components, a forward component and a true-up component, as defined in Section 3,

over an annual period running from June l through May 31 of each year, with the first

full PPFAC year to begin on June l, 2008. As explained above, Staff does not favor

imposing an APS-type 90/10 sharing provision or 4-mill cap on the UNS Electric

PPFAC at this time for a number of reasons, including that such provisions would be

contrary to the objective of providing a reliable mechanism for assuring reasonably

prompt recovery of UNS Electric's prudent and reasonable fuel and energy costs.
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11 Q.

12 A.
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Are there any other considerations for the PPFAC?

Yes. The Commission may want to include a provision designed to provide the uti l i ty

with an incentive to procure fuel and purchased power at the lowest cost consistent with

providing reliable electric service. Incentive provisions can be appropriate under the right

circumstances. However, as described above, Staff does not recommend imposing a 90/10

sharing mechanism or a 4 mil annual cap on the UNS Electric PPFAC at this time.
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17

Are  the re  some  a spe cts  of the  de ta ile d de scriptions  in Mr. De Concini's  Exhibit MJ D-

3, S e c tion 7  "Ca lcula tions " tha t a ppe a r to  be  ina ccura te  or incons is te nt with  the

P P FAC propose d by UNS  Ele ctric?

Yes. For example , Exhibit MJ D-3, S ection 7 "Ca lcula tions ," item 2 unde r B on page  6,

and item 2 under C on page  6, each re fe r to 90 pe rcent of Off-System Sa les  Revenue .

P age  i6, line s  20-21, of Mr. DeConcini's  rebutta l te s timony s ta te s  tha t: "Although UNS

Electric does not anticipa te  substantia l short-te rm off-system wholesa le  revenue , to the

extent they exist, UNS Electric will credit the  revenues to the  PPFAC." The references to

90 percent in Exhibit MJD-3, Section 7, noted above, do not appear to be  consistent with
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pun <§fAdmi1ui§§ration
Purchased Power &. Fuel A4ius¢maa\ Clause

I. GENERAL11E5cRzpTIo2v

This document describes the plan Tm' administering. the Pluwiusased Power and Fuel Adjustment
Clause ('TPFAC'j the-Adzcma Cozpomaiion 5CQmmission (°'Commissi°n") llqs4:uuoved.for UNS
Electric, Inc. ("SENSE") in Dellaision No. 3!XXXX [D!ATB]. The PPFAC plnowtides far Bee

of fuel mapmnrchased piavwer oostshamthe datebtthat decision foiwurani

The PPFAC d!a§cxihed in, this Pham of Administration ("TOA") uses a forward-lourkiilg
offueiizmdpurchlansudpovuercoststb se'tatatathdt'istharre6ornciledto ainhual east: expexieneed.
This POA desm'bes the application of the PPFAC.

2. DEFLIVITIQN5'

Applicable Interest- Based on one-ycax NominalTIeasyly CgustennM Mahmlties rate qontaiuned Io
am Fedexil Reserve Statisdchl Rellgasg H-15. The injgpgst mtg is adiusWd EIJHFIIBMV onthe 5t'st
business day of the calclndaa' year.

BaseCost of Fuel 3116 P\liI¥h'ased Power- A11 aahounf gelicxwally elquessed ̀ as a -rate per kph,
which reflects the fixed and purchased power most embeddedin the basemates as approved by the
Commission in UNSEE's most recent rate. case. The B,a,se Cost of Fuel and PumhaasedPower
revenue is the approfvud :axe per kWh times the .3pplicarble~SaJc& volumes. Decision No. IOKXXX
set thebase cost at.$X.XXXX per kph effeciivc on [DATE].

Farwaxd Component.-AI amount expressed as a me per kph charge that is updated annually in
June 1 preach year and effieciive with the first billingcycle in June. The Ftuwfud Component fer
the PPFAC Year will adjust for the diHEme1nce betweenthe"fiarecasted'i.1e1 ad purchased palmer
costs euqpressed -as a rate per kph less the Base Cost pf Fuel and Puuclaased Power swwlly
expressed as a rate pa; kph emMddmM U1iISE'sbase rates. Thencsult ofthis cdenlaticam will
equal the Fomwatrd Gomponent, exlpfressed as aime per kph.

Forward Cumponexit Tracking Account - A11 awomnt that records on a nnluanrlinly bids UlNSE'a
ova/und~er-ncovéry of its actixal costs of fuel and purchased power as connpurred to the actual
Bass Cost of Fuel and Pumhasqd Power revenue and .Fmwmrd Complement revenue; plus
Applicable Interest. Thahalance of this accou:n~as'ofzhe end Ofealch PTEFAC Year is, subject to
P°1fi°dit= audit, rcillecmed in thenmTitus-up Connpanm wmaann. UNSE liles thcbalanves
and s§1qJpearti1qg de=talilsundarlyingthisAccouptwith tl1e`Qnlnuuunissionon amnmurthlybasisvia a
monthly zepaning requiramem.

Mark-tc»Market Accuam»fa3ag- Rennrdins the value of commodity confronts to mailm-
their current Niarrkét wllué relative to their Mfllal cost.

Native Load-Native load includes cuétumer load in the UNSB control area for which UNSE has
a generation service dbligiiion.

] zfugu_vr 24a||rue44,2007 Purge I
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PurchasedPower & Fuel Adjustment Clause

PPEAC - The Purchased Power and Fuel Ai§iustment Clause approved by thc- Commission in
Decision No. XIGOCX that tracks changes Ir; fix: eostqfebmqiniuagpovver supplies based upon
forwa1*d-looking estimates of Hillel and puzwhased power costs that are evenhzallw Iwunciled to
aéhrd Costs e:¢pe:ie1n1ced as described herein

PPFAC MG T The combination of twoxate We Siward Ceilupommf and TrueéUp
Cwvvnent

PPFAC Year' - A cuMecutivé 12-mouth period June 1 and lasting thorough May
31 the follelwilnlg year. Thus PPFAC will initially in set to Zulu on the date the Commission issues
a ae¢isi@n in wis pmocefming qnwisiuanuu. m m  m m yw  0 fare  P P F A C  vd u m g in
o n l i n e 1,2008 zmdendonMay31,20f§9

Svsmum Book Fuel aflil PurChased Power Cos pi - The Costs reccmded for the fuel and plurclmsed

power used by UNSE to serve both Native Lead and oiiisyswexn sales, less the costs associated

with applicable special oonhracls and M884-W9*-Mnrkset Auwcuntiug adjustments. Wlueelin8 costs

and broker's fee are included

Gii-SY811:»m \Vholesalc. Sales .Rsfvenuc - recorded firm sales made to num-Native
Load customers, for the pwntpose of the UNSE sys%em, using UNSEE-owned or
contracted ggneraticm and purqlalalsed power, 1Qs8.Mhrk-to-Mauduet A~ecoun~ting adjustments

Traditional Sales-fpr-Resale - The portion of load iiwwnn Native Loa ld whdlaale customers that is
sawed by UNSE

Tme4Up Component - An amount expressed Las a rate per kph gziharge that is updated aqnudly
on June 1 of each yvtiarriand effernive with the first billing cycle in June. Thefpmpose of this
charge is to provide-for a truefup mzchaauism'to rebouricile any over or under-reoovcztd amounts
flour the ponding PPFAC Year umckins gaecount bsdanms to be IdiundedJlr:ollQ¢=l¢=d Eco:

customers in the coming..year's PPFACrate

True-Up Ceuizwuaent Tra¢ldJng'Account -  A n thatrecords on-a monthly basis the acqmmt
balance w be eollecmeed or refimadnd am? the e-Up Compcmnnt raw ea ccnrrpamed mo the annul
The-Up Component revenues, plus Applicable Intauést; the hfalfnée ofwhich at the close of the
p i r c c e d i n g  P P F AC  Y e a r  i s ,  s u b . i ¢ ° ¢  t o  p e z i g d i c  a u d i t ,  w h e n  r e f l e c t e d  i n  t h e  w i t  T n 1 c 4 U p

Comuupomuenf czlculatiiin.IJNSE files the baIanlr£4:s and suppcmrtinng details underlying this Account
with the Cqpluuaisdon an a nnalmithly basis

Wheeling Costs (FERC Abcluunmf 565, Transniissidn of Eiechicityby 0thels} - Amounts payable
to oihnms for the tumsmcissicn offeNSE's elnctiicéty ova facilities ewvnvd by ohm

\ flugmsr 3-Mane-¥=*. 2007 Page2
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3. PPFAC COMPONENTS

The PPFAC RMS will consist of two .auanpufnénts designed to provide fQr!1== xecoveiy of actual,
prudently-ixicunrzed fuelandN~1r°hiws°dpQw¢r costs. Those cumpomends are'

1. The Forwwamd Cumupomnm, whichgtecovers or rofuands mxpecged
PPFAC Year (men Dunc 1 zlnmngn May 31 period shall a PPFAC Year)
fixdandpurchasedpoweroostsai1dthoseembedded'mbaserat;s

2. Thu.Trul5-Up Connrpnohent, wuiclmacksw difiezmusccs Between the PPFAC Year's
glpmualfhel andpmrcimageglporwpreostsamdthosg¢qgf,s1u¢qvggwed1l;|uughthe
cdmhination of base rates and the Forward Cempouem, and which provides for
their reuovlnry ¢1I111ifI3 me next PPFAC Year;

'The PPFAC Yearbegins om Ilse 1 'and ends t1;e following May 31. The Ersfiixll PPFAC Year in
which the PPFAC rate Mall apply will begin on June 1, 2008 and ward on May 31, 2009.
Succeeding PPFAC Yeats will be=gin oN ash June I theresuiiet.

For the period lion whence Commission issued Decision No. XXIODC in this case - until June
1. 2008 the Base Cost of Fuel Md Purehascgi Power rate established in.that decidswn will be 'm
effect,

o n or bleiinmC December 31 of each year, UNCLE will subunit a'PPFAC Ruarle iilins. which shall
include a pxupclsed calculation Rf the components for the- PPFAC Rate. This .Filing shall be
dcecmnpauied by Supportilnlg ilmfufnnnation as SET' deleimina 'to be UNSE wi l l
supplement this filing with True-up Compofncnt filing err or before Apr i l  l in order go replace
estimated bdanx==s'\vith actual balances.. as below.

Fonvard Component Description

The Fa»rwaIJd COmponeNt is' inmernded to rdimd=or recover the difference heivveen: (1). the Thai and
purchased power cams embedrdsd in bas=.1at¢s and (2) 'the Iizuecalsled Iizel Md purchased power
costs over a PTFAC Year that begins gr Illlib 1 and elnds the -following MW 31. UNSE will
submnig, on or before Deyueunber 31 Of each YW. a fumeeast for the upeonni1t1g.pPI€AC year (lune I
through May 31) ofiis M1 Per¢»h=s° powgp costs. It will also sulimnit a limrecast ofkwh sales.
for thefsatne PPFAC year, fund divide the fouréhasted wsrsby the Rmecasted saleatopmocluee the
cents per kph ult rate required to collect over those sales. The result ofwbtracling
the Base Cos;-ofFuel.an¢l.Purchased Poweriiqvurthis unit rain slmll be the Faarwamzl Qumwfm.

UNSE shall maintain and nspgrt monthly the balances in n Forward Clumnponont Tmaqlcing
Account, whiclm Will rWord'UNSE's owerhlmder-recovery omits actual ousts offiid and purclmwcd
power as comcpaired m the 'actual Base Cost O1'Fuc1 add Purchased Power1é=venuc.and Forward
Connrponcnt re¢vqnue_ This aceouanl will opexpte on a PPFAC Year balsas {i.e. June .1 10 the
following May 31), and its bdarlves' will 'be used no administer this PPFAC's Tm:-Up
Cmnutponent, Which is described immediately below.

I 4ug::v/ 'Marte-P1 2007

A.

Pizge 3



Attachment RCS-7
Page suf 12

mms Electric, nm.
Docket NO. E=04204A-86-9783

PinpbsodPlan ofAdnuil1is1:laiion
Punxzhas/.edPavwer & Fuel=Ai8usiment Clause

Should an unusual event occur causing a c`hange°in iuunecasted fue1 md ~ergypmiceg-
such as ahunicanaorbfhex caiaxnity-UNSE31aslhe discretion applyfonan a@\1§mr;entt¢>thq
forward aomponcnt. Such an aidjuétment wéwld only until Msg! 31 and would not be
implement led unless approvedby S*.:'..'Ta.':d notice ts: the Comnunuissiun.

B . True-Up Component Desciiptibn

' r m True-Up'Comuponemtin any current.Pl?FAC Year is ihmendbd to zetimd or :ecuver me
halaance accumulated in the Forward Ccmmcponént Traclcilng Aceofunt (cbscuibed above) during the
pfwvieus PWAC year. Also, any swum the The-Up Cmnmpalnnm Taking
Accouxn as ofMay 31 would roll over into the Tnlb-Up Cemxrpument fofthd naming PPFAC year
stalins June 1. The sum of projected For-lvimd Account and TruolUp

Account balances on May 31 is divided lay 8116 f9r8casted PPFAC year
kph salc8 to determine the True-up Comiponént for the manning PFFAC year.

UNSE shall maintain and report. monthly the heilances in- a Tn:e»Up Gumpanem Tracking
Aeeoamt, which will reflect monthly collectkjns or reiiuuds under the Tina-Up Conntpamznt Md
the amountsapproved in use' incalculating the Tnxo-Up Conmponemt.

8ashaamual UNSB tiling on: Dece;lnber.3l include an agscqmulaiiurn pfForwal:d Component
Tracking Account balances ad True-Up. (2n4unpot:nmnt Tricking Account balzinceh for the
pneoeding June itxrwnuugh Novemberand=ai1 estimate of'thu balances for Decenuiber Illtnough May
(the remaining six mouths ufthe cement PPFAC Year). The UNSE filinggiuaill use th$6 balances
IO calculate a preliinmixmy 'Fire-Up Colnpfliwnt for the Qumilng PPFAC Year. On or befclnb April
1, UNSE will submit a .sugpplencnental Being that :ecnculates the True-Up Cmlpupnnlt. This
recalculation Befall replaune estimated monthly ba1am=e.s with those- actual moanlinly bdanccs that
have.bec6me available sinus the Diwennber 31!iiling.

I
I

The Denotmnlaer 31 51ing*s use of estimated balances Tb: Denennbertlnwough May (Withsuppordng
wbrkl5apers) is zequived lb allow due PPFAC process tdbegin in a way that will support
its completionand a.Ctm11nnission decision. if necessary, before June 1. This Aspril 1 ugpdatting-will
allow fur the mise-.of the most=t:\mentbalIn96 iiuiftltnuatiulri available Wma the PPFACrate would
go into effect. In addition to the April 1 \44449 Being, UNSB monthly 85ng8 (forlthe months of
November through April) of Fear"ward ComppneM 'rradtimng Awcmnt halanqe infonnaltitm and
True-Up Tracking Awouht ballasnlue infonnatiem will include a zWalculatiun
(replacing estimated bdsnca with actual balances as they become lnnlown) of the projected True-
Up Cumponemnf unit :aw required for Tm uma 1>pFAC'Year.

Up Component balance used to establish current True-Up' Cbmponérnt as~ a result of
collections under the Time-Up COmponent m effect. It will subtract each month's True-Up

The True-Up Component Tracking Account measlnc the changes each month in the~T1ue-
Coaurnpoment used to Cstabhsh

. P .
Comnpcneni collections &om. the True-Up. :Cpm4p=ulqnelnt bmlancls. The True-Up Comptlmcnt
ACcount Will also include Applicaible Mm1=mesm'.¢m any balances. UNSB shall fila 'the amours and
svm>°Iti118 calculations and workgapers for this account eacll month.

l Page 4.
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4. CALCULA1yonoF HQEpp1446RATE

Thea PPFAC rate is. the sum pf the ~two cqq1p¢m¢ng;; Le., Fonvard Q0lI1tIfpG~nelnt and True--Up
Component. The PPFAC rams s»h9a11 be appli¢d Io cusnnuner bills. Uindesa the has
GthelrwiseactedornannwPPFAC1a11e-bymay3l,thepwuqJosedPTFACrat's (»s1m4¢nd¢dbyu»¢
updaiad April 1 fi1i11£D -shall go inc effector he '1. The PPFAC rate slum be alpp4icab1e to
UNSE's ieiiail eiechric 'rate schedules (except those specifically .eXemqmd) .arid is adjusted
annually. 11Je PPFAC Rate shall baapplied 40 the .¢;ustomer"s bill as a monulialy kilowatt-hon;
("kwh") éhufge that is the same Rn all custiamtr classes.

'1'h1ePPFAC1ate shall be meset qn lane 1 ofqucia year, and sbnllbe eHhe(tive wt&~thQ Ersmlune
billing cycle AImless suspended by the Commis§ian. Itis

5. FILING MVB PROCED URAL DEADLIZVES

A. Déecember 31 Filing

UNSEE=shall file IMPPFAC 11198 with all Compolrnsnt Galcatlialions for the-pP:FAc year hegiunmiing
on the next June 1,-including aH.suq:g:leming data, wflir the Cnmmissian on Br beiimi December
31 ofsach your; That calculartigm squall use a`iuurecasft ollkwh sales and ofjilel and purchased
.power costs for the Gaming calendar greaur.-with dl inputs amdnwumptioushnéixzg the mast cumnent
available: for the Forward The will also include H16 True-up Co1nnp0ne»nt
-calculation for the 'year beginning 91: the Mr! June 1, did: dl data. 11184 calculation
will 118: the same fazecast Of sales used for the Fourwaunfl CempaneNt calculation.

B. April 1 Filing

UNSE.wi1l update the December 31 filing'by Angil 1. This update will replace estinnaied
F m v a m  w w w :  T r a d i n g  A n n u m M d  the Ti l l ie-Up Cam pm wf  Tm xeng
Accomm balances withactual balances and withmeme eunsnt estimarses for those months (MarCh,
April and May) for which .acmad data are not available. Unless the Cummissiuln has flllhelwise
acted DU the UnSE'ca1eulatis>n by June 1, tile PPFAC.mte that UNSE p"0p1°9°d Will go into
éfE§crt on Joie 1.

C. Additional Filings

UNSE win .also me vmh me Cnmniission am =~aa~i¢iona1 infcmnwtinn ma: the staff a=¢¢nnim=» in
requires tb velrii§'the domponantG8kmlatiélis,hccu~\inrtbal1zmlces, and anybthel'ma4Iem'pertinueuu¢to~
the PPFAC.

I

I J4ugw£348n¢#e48,2007 Page5
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P\mchasedP'oewer & Fuel Adjustment Clause

D. Review Process

'I`heCofnnm¢ission Statfknd inmercstedpartieswillhave.anatppon1ln~itytomvie»wtbeDl=cennber31
aid April l forecast, balances, and on which the Ghlculationé of the twDPPFAC

have Any objections to the ~aan~ 3'1 caleulamiom mast be filed
within 45 days of the UNSE filing, Any objections w the April 1 calbulatioums-mrust be Elud

I within 15 days oftheIJNSE filing (i.e.l:>y April 15.)

E. Extraordinary Circumstances

Sliotuld an uxrmsuall eveiztnccurlhat causesa drasticchange in fomlaeasmed fuel and entluergr pdées
such as ~a hurricane or biinér éadannity - UNSB will hive the tO request' an
adjustment to the forward 'mnmponent xaflecting such a chpngg . .......=..... r a v i v and e't]ler
nppzwavvo, meéify or deny UN"'E'a usquust 30.da5!a. This :\4§u.."t1neu:l'will iv last until
May 31, or the and of the cunnenl PFFAC `Ybnr.'H1e Commission may provide for the cirange
over such ncriod asvtheCommissiondutennirrss appropriate

6. VBRIFICA TYONANDA UDIT

To; amounts charged tlunlugh the PPFAC will be subject to periodic audit' to assure their
compleMealesé and accuracy and In assume thai all fuel and purchdwd power Costa were incumsd
reasonably and prudently. The Counmuuission may, after notice and opportunity for healing, make
such adjlratm.~ ~ts to existing balances or to dreddy recervmred amnmmns as it irids nnceasaqr to
eonect Amy accounting or calculation emits or to address. *we cdsts.ivbvnnud to be umeaszmable 'or
imprudent, Such adjustments, with appmfopxiite inleter:st, shall be rqcngvergd or retarded in the
Tnrc-Up Cnunfpanem for the f°1l<1~»i=ns-ye=r (Le. _swrtins the next June 1.)

72 CALCULATIONS

A. Schedule 1: PPFAC Rate Caicuiaiion

IS:DeciHcs Te be determined after revicwinz illixslrative schedules]
Etltor The' nppmuprinto ofl'ontivQ Pudvdn for the Current and Pmpoxgad PPFAG qorlunnlu and than
wmpletdtho following innnch 1iMpbotivb column

On Lino 1, ontm- thu Forward Component firm Sclinduld 2, Linh- 8
On Lino 2, actor Thu Trod Up Compohunt from Schodxdn 4, Linn 5
On Eire 3, pntqr the nm of Ijnus 1 :md 2 to cdlculnle the tntnl PPFAC Rnto
Calculate 1110 1rii:rnusdoDecmn1*,i5) inrauxn :MdWt CMmngu Hytissponlivo liner;
Proposed Rntoa Loco Current Riitosf quaM Iunmrehnc/(Baumann) with :wait divided
by Can*m\t Rota to dctermino 99S'of lnareum:/(Decrease)

Refloat notes as appropriate

i 1-11489391 24,l4»¢.£;, 28517
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Purchased Power & Fuel Adjusnnan Clause

B. Schedule 2: PPFAC Forward CraMpon t Rilke Gd ~\ lotion

[Specifics to be detlsrmi1nAd.afi1e1t reviewing illisflative schedules
Enter the upproprinfb nifiaotivc pWodn for ashli Current and Propound PPFAC column~ and than
completeThu follawiqgin anon ruupectivu column

1. On Limb 1, cantOr the Rrdjootod Full and Pflrchzidod Power Codtii for Thu iidtning

3 .

4 .

on Lino 2, auto 90% of the llrojootod off System Sales Revenue lnmnmuu ea a
nngutivo vhluc) for thcooming Your
Of Linn 3. oner the PPFAC Aidjuu1a'n0nto to Full and Plrmlwlsqd Power Coats for
the cashing ye
Q11 Lino 4, cntnr 810 sum of Linus 1 through 3 to arrive at ghq Net Fila] and
Purchased Power *Cont
'on Linn 5. amok the I*rojectod.Nntivé L`0lld Shiloh (MW11). including Wholuunlo
Ncrtivo Loud Cilptomoru for Thu grooming you
O n 6, enter Thu dorivdtibn. Of the Not Foul and Purchannd Power .Coins
divided by the Projected Native Load Salon .to nnivo at dm IN-ojocmd Avcungo'No's
Fuel Coat par kph
On Lino 7, cur the Authorize Bum Cdsf of Fusil and Purohnliod Power Rota pOi

s. On Lina s, -enter TM sum of Lino 6 loot: Lino 7 to arrive rt the Forward
Component rate per kph; nnd=t1iun Andy forvimtd ru..-'ulinnt wluo to Sehodldc 1

Roflédt' notes no npproprintc

C. Schedule 3: ForWard Ctimpnnenl Tracking Account

[Specifics to be determined after reviewing illgxslraitive acheduleml

Enter dm qpprqpriuto: offbntivo datum for ti ; PPFAC Forward Component. uummtly. being
tricked: your for Thu qgluum houdocl "Cya . Billing Month"; mid Bass num and Fonvuud
Comnrgnnont 'm odlumnn 11 'and i. Oh lines 1 flirough 12 imtior the .Cycle Billing Month, January
thrnygh Doqcmbor for ouch rmspectivc eolnnmicomplete the fofllnwing

I. On Lincfs. I to 12, rmWr t1w.mdhthly PPI-'AC Retail Eno*r9 Ed al (MWI1) and the
zncninlhly Wholoundo Native Ladd Energy San!! in columriu n and b. ruapudiivul
The num ofwlnmnn n and b oqpnln U41 Tntnl Native Loud Emr8y -Salon 'm column
c, .curronrly. Whniemuo Nnziva Lund Ewurgy "Sense `mcludb Traditional Salon for
Reaak and any "upplancuanl Sink
On Limit 1 to 13. uMm' this monthly Syntnm Rook Fun] and Pnrchnnud Power
Comm and 90% of? the M yiatdm Book Off Synttam Salem Revenue in
columns d and u. zusplcctivcly

The sum of column d minus o cqunlb the monthly Not Nntivo Load Power
Supply Costa in txahmm £

I

5.

of.

6.
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Plvpvstd Plan of Adminish=&tfon
Plnaamed Fiver ii Full Argusrlment Clause

'The off ureter nhleu Margin lb euuiaeddad iii the Not Native Loud Power Supply
C o s t .  T h e  c o a t s  . a u n t » i n m  w i t h  t h e  o f f  s y s t e m  s a l e s  a r e  i n c l u d e d  i n  t he

System Book Fuel and Purqiuwod Power Cents.
*When the 'System Bod: Of? System Snlnn Revenue in. subtmumed firm the

Syutnm Book Fun! and' 1?u';ulmnod Power Colin, the difference botsvnon the
oft system unlos .coup Imdtuvenue ends up in the Ne; Native Loud Ifmvos
Supply Gout That ltitiisruuuMu in the at? Uystem mares mnxgih.

¢A.Ii5t of the toru .included in !hu.;PPFAC` union Md oort dnuntlbed above will Ba
included iN the. PPFAC reporting ocheddon filed with the Commission ouch
aneaihr

I

5.

6.

Of Linea 1 to U, calculate the! PPFAG Rmnil Power Supply Cdstn, columnlg by.
dividing the PPFAC Retail Energy Salmon in column a by tr ot-al~ Nmiva Loud
Energy Salas 'm column u, then multiply the product by the Nut Natisra- Load
Power.Supply 64:98 iN dunn §
On Linus 1 to 12, calculate Thu' amount rocovorud via Thu Eommission appruvod
ennbeddael .haw foe; nndpurrhnsed power rm by mureiplying um Retail Enemggi
Sultan in column u by the Coimimimion upprdvtzd Bane Cost bfFucl led Mohnsod
Power rqtc cntufrod in the above 'column heading the :wait which la omeitlud-in
eelUmn-he
On Lines I up ll,.cnlculu1o the llmount recgvcred uia.thu.Forwnrd Component rate
by multiplying. said into by Thu Retail Energy Sozlnu in 'column rt, Thu roeiult wliiuh
in nntéwd"i11 column i.
On limos 1 to 12. rmlculntc the f@Gp¢=Q1i~16 iuvol of (Ov9r)g'Undnr Cdllgntion in
column j by aulstrartirg. ah; Br: pm; Powzi- Eup}:'y Reaovtzg' and iii F.°:1vv&f;l.
Comppnont Rooovory firm this .PPFAC Retail Power Supply Coma, columns g
and h. feapeetivtly .

An inturnvst rate, bugxod on the on year Nominal Trcamuy Conntnni Maturities rule uontuined in
the Federal Ruscarvo Stntir:-tical Ilolcnse, H 15, in applied ouch month to 41111 previous rnonth'G
Trucking Account Balance. The intofront auto in adjusted .armunlly on the fn:»'t businuxm day Rf the
aa1e:;"a:' year *81 t'"e:::11';r""° ' :1<:;. an '*'~ F fxfén ,c8:t:.mc: *npcs" :::'c

The (Over)fUndiJr Cbiluction, Had 819 prior montlf.i Ttzncking Account 'Blilmscu
product the cmrcn; month'n haintnoo.

D. Schedule 4: PPFAC True-Up Component Rate Cadculafion

[Specifics tobe determined after reviewingillustrative schedulcsl

Enter Thu _uppiopldafd offoxitivc poriodn for thoCliirbnt and Prdpiilidd PPFAC' 2 unluMns and than
eonaplcne the following in :inch recpcétive eoluhnsM:

1. On Lino 1, inter 1h0 Form want Baluniup from.
Sahodulu 3, Linell. column i.

2. On Line 2, enter the True UP Component Triking Account Bailanoc from=
Schedule 5,Lino 8.

'd Component Traoidng Account

I

I Awqusl34Jlule~J8, 2007

3.

4.

Page 8
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3.0nLino3.entuf tho uurnbfLin~u~n 1.arid2wnni,von:rhuT6ml
(It afu-.dalSl o)lCu11octia'a iimquizt Balance

4. OnLine' 4, inter the respective Projudtcd Energy Snick (MWM
S. ON Lima 5.onto thisApplicable TmuUP Comaponubt rum by dividingLinn 3' by

..l;IIl.ll* \

Ilof lmct notéli no appropriate

E. Schedule 5: True-Up Component Tracking Account

[Svediiesto he' demexmined-aRer.reviewinzillustrative schedules]

Entrust' the dtpptoprinfniz efftbctiiwodatesfor the PFFAC PriorTrue Up Component' being traoknd

On Linn' S, for Ivitny md Linn 1 qr Juno, outerthe Tmu Up Cennulpoptmnmbnlmuco nu 'of Juno I
ZOXX. Ort Linn PriorperiodPPFAC Tran Up Gomponcnt'Cudcu]utiun From Schcdnlo 4, Lino
41for Juno inter Amy tzu up for Alic ode -of prior period nntimawn. (Lo.prior cstimntcd Morph
Apriland May Tm.e opComponent rata nppligutiqn roxenuosa to oubpcquentuctllail data),;thonum
of Linda 1and 2, to tdlctit the Adjured Tum Up ifompumuht Beginning Bimlnnud M of Juno I

Enos month, the Applicable Tnw- Up Compodunt rate ilvrnultipliod bythe RluMilEnergy Salsato
calculate therevenue recaivod from the Applicnblo TinaUp Cumponuntrate. Thu ruvumuo is
subtrantéd.Humthe Adjusted Eoginn°mg.Ba1ni11ud

interest in applied m011¥-111Y based an t he : ef f ec t i ve one year  N ominal  T reas ury C o n a n t

Mutur i t iea nm: Mt id eonmineci in the Fuderat Reserve S tidal Release, H 154 or iteeueeeeaor

publication. The interest rate in adjusted annually en the firm hmainieea day of fee PPFAC Year

Raf lcet notes as apprbprinle

8. COMPLMNC8 REPORTS

UNSE shall provide monthly repos to SeEs confzplianm Swann Ana tn 'me Residmnfdal Utility
ConsumerOfficedénldling all calculaltidns zcl§wd'to the PPFAC. A UNSB Ollivershall
under oath that dl informatianpulovidedinih4¥°l99"siWlnizedbdQw is inze andawuzatntb the
best bfhis ether infamration intl Bslieli 'l̀ he§ennonmhélyreports shall be dura Witliinn30 days bf
the Md Qf.t\\e1epulrti1clgpelind

The publicly available reports will include at aimininmm

1. The PPFAC Rate Calculattion (8¢:lF1eduk 1); Fofrvvlwd Gomponenrt and Two-up
Component Cdculatiuns (Scimmedules 2 and 4); Axncmxal Fnfxwand Compacnqlntt ad

I Alugwl .8'4l§¢uae48,.2007
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UNS Electn'c, inc.
Docker NO.F,04204A-06-0783

Pinposeni P1311 ofAdmini§ua1iou
Purchased Pevwzr 8; Fun! Adjustment Claus:

True-Up c¢~mp04m0¢ Tracking Account Balanicos (Sc=hcd11I£ls. 3 axud 5)_ Additional
infounrnadon vn'll provide o&xer reld§ve inputsan& ouwum Such as:

a. Total petter god fuel c o m
b. Cuacmncr sa1¢s.in~boihMWh and tholJsmds nfdollausby customer class.
c. Number of custnmarsby cnistounnuezrclass.
-d. A aewilea lining of l l l items cxcluldud Hmm um PTFAc'c81¢ll]8§0ms.
e. Ad:¢tailed1isrti1ngof'any adjust~entsto&xe adjustonepomts.
£ mom of-saMenn sales . .

g. Sysmein plusses inM W
h. Monthly maxinmm 18483 demandi n

2. Idanltiiication of contactpclrscan "Bed pa110m8 nllnnnlnier Mlm UNSEfor questions.

UNSEsha11 alédpmwide to Commie$ion Staf§`nnomMly 1¢pqnsct4mma|il1Linlgfhe i1nfuIJ0nation limited
below. slidlbe 30 was offneenml df8\e I=!>°I'!iIl8P°1i0d- A116}"i&1ese
additional rewet must be eonfidenddly.

A. Infonndtion rd! eiéh genfeliliilyg Init will include the following items:
1. Na gencnutirpn, inmwhpquwnnn, andl2mc:mMh8 cunnmMtively.
2. Average heat rate,both monthly and l2.~monthaverage.
3. Equivalent forced-outage 418, Bothmonthly and 12-mnmh avezagp.

Ontagi: .ilnfonnatiml for eaéil nritnllfh including; but not limited to, event tuple,
start dateund.ti:nne, .maaaxgmawimc,Ana adnscmipviidrl.

5. Total fuelm en per  m ol l .
6. The fuclcost per kph per Month.

Information on pewter punrWmsa will ilnWude the 'following items per seilew
(infounatiun onecmmomy inwrtlnmuugepmrcimassimay be aggregated):
1. The quantity puuvchasedin
2. Thedmmlzuuadp;:1c4lalsed °mmw tn 81e.exmntspecified in the cnnuacr.
3. The-Iota! cost for demand W the spec&ed in theoumract.
4. The WE wet uilc11lel9n

C. Ixuiiinnaion on o&'--system Sales will include-the Meowing items:
1. An immintion of off-systehn sales 1»1=»@»s pabuw,
2. Deitéils on Negative M-§g8qmn sales

D. Fuel pmuMase infdnnatiun include the fdlowhxg items:
I. Nahnal gas inl1e1§tn&e.pipéline costs, itemriud bY pipeline and by izridividdal

vast eenigpctlmmts,~uch as11iEiHWH1it°1\¢}|l**1E°,-USii%°»5""751iIlE¢SM1dfild.
2- Nahlual gas nominnuedity cam, ca1legorizedlny'short4t8rm pluMmsn-(dm month

or less) and longer lam' Puxtimsbs, including price per tImeirnl, total wet,
supply basin, and vo1u.melby anmctract

E. UNSE will also provide: I

I

B.

Page 10
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UNS Elqrgric, Inc- . ..
Decka NO. E--04Z04A-06-0783

. PxqposadPlanofAdminisu'a!iojn
Purchased Pevuces'&. Fuel Alijilsimmt. eas

1.

2;
3.

4 .

Mummy p4i=ojectio»ns Tor 'me next 1zfmum period showing eszifnama
(0v°I)/1110»4Gr99l1¢<=t=4 WH°¥'11¢S.
A §\nmnn~a1y:ofunqJJannad outage eosts'by.rcsomce type.
The dalfta nweshary 'lb auiire at the Sywteiul Md 0il'-systenm Boai&.F1.\el ind
1'll1m=&12§°¢i Power G04-r=i1=¢¢=d in tenon-soniidentizd Iili1u,g.
The data nlneesaxy to arrivb.atthe Native Load Enemy Sales

'm thenom-4:¢mfid~e1mtiaLl

Warkpapers and other docmhents that 6r cb4n|§dc1ntt'ial iniiunnation will be
pgovidnd to the Commission Stab Imdenr an pnmegstivn agreement UNSB will keep
final and purMased power invoices and cnnntracts available for Cnmnnnnissian review, The

Counnuissiou has the¥ightto:'e'1tievythe}i1ut!8l\ne ofiilel andpowcrpurchases auudzmy
calculations assncialmd wig, the PTTAC at..any timnvrlfllin DPI yarns Qr those seam being
iawwmweé. Anyemsia flowed through the P~p'FAC axesuBjectno reIilud,if thns4 nosmamethlmnndm
*>°i'°4I>t"d=1"*'¥

9 .  ALLO WABLE CO S TS

A.  Accounts

Thenllovzabk: PPFAG oasis include £ue1 and power casts incurred to provide service
to rail éustomems. 1Mdi1iulnad}y,'thi: prurient direct costs of cOhhwaizts used for hedging system
t i l l -andpurchased power will Be recovered u::rd"elr the PPFAC. To# allowable cost components
include the following Fédmmal E:ne1rg3r Regulauary Commission ("FERC") iwuunt s i

I 501 Fuel (Steam)

I 547 Fuel (Oth¢r Ymduction)
I 555 Pvnrihased Power
I 565 Vli3'hnaeling(Transmission of Elqciriciiy by Others)

These accounts are subject to change if the federal Eimargy-Regulltory .alters its

accounting requirements or definitions.

B. Other Allowable Costs.

In niidit ion to .the furl and purchased poor boats 'm ha above mdMionnd FERC aooonnts, the
following Costa will also be rooovorod thmugili the PPFAC:
*Energy pracuromcnt. aelwduiing Mil nnanagqnenr fem.: ellacn'.:5:¥ to UTTSE from *Et-.
QC:-mii¢ co nneéssamy u> soppcirt fad and purehnaéd
*Any and ad] fodcmxl .andilor W IT! !  carbon- thxgs qppEcd to UNSE'n generation or- hw!  .and
1\\1-rl~l\'u\ --'A 1~-wh urn- m-1-4-+»w»~¢»~W .  , , . , .. . . . . . . ,.......,...

° Outn:id0 legal expenses inéurrnd to lit igdtblihul and pmuihurucd power mntthnm oh behalf of
I1NSE'p sumunnum. wlllih an "°=.w~onuunapnihmnnnct diuputun
°Ambrtizuud intnuzlnilu pipdinb and d mt9 |nmi|oiuu| oeiutui iune \vithmit pre*-

appuuval fwli the Commission imam Older..

I

I

I Auvuw244~»e-H, 2007 Page N
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S urre butta l Te s tim ony of Ra lph C. S m ith
Do c ke t No .  E -0 4 2 0 4 A-0 6 -0 7 8 3
P a ge  62

l

2

UNS  Ele c tric 's  p ropos a l to  fu lly c re d it s ho rt-te rm  o ff-s ys te m  who le s a le  re ve nue  to  the

P P F AC,  o r with  th e  Co ln p a n y's  re c o m m e n d a tio n  th a t  n o  9 0 /1 0  s h a rin g  b e  a p p lie d  to

P P FAC cos ts .3

4

5 Q.

6

Does Staff agree with UNS Electric that short-term off-system wholesale revenue

should be credited against the PPFAC"

7 Yes. To the extent they exist, UNS Electric should be required to fully credit short-term

8 off-s ys tem  whole s a le  revenues  to the  P P FAC.

9

10 Q.

11

Has Staff requested the Company to provide illustrative examples of the calculations

that are to be filed on Schedules 1 through 5 which are listed in Section 7 of the

12 P P FAC P la n  o f Ad m in is t r a t io n ?

13

14

15

16

17

18

19

Yes. Staff data request STF 20.3 has requested that the Company provide illustrative

examples of those schedules using estimated information. Staff reserves the right to

suggest modifications to such schedules or other aspects of the PPFAC after reviewing the

Company's responses to outstanding discovery. Staff recommends that the specific details

of the PPFAC Schedules listed in Section 7 of the Plan of Administration be developed

after the parties have reviewed illustrative examples of those schedules using estimated

information, such as were requested in data request STF 20.3.

20

2 1 Q.

22

23

24

25

A.

A.

A.

If t h e  S t a ff-p ro p o s e d  P P FAC is  a d o p t e d  fo r  UNS  Ele c t r ic ,  wh a t  r a t e  im p a c t s  c o u ld

th is  b e  e xp e c te d  to  p ro d u c e ?

Tha t is  no t known  a t th is  tim e .  S ta ff ha s  re que s te d  in fo rm a tion  in  da ta  re que s t s e t 20

c onc e rn ing  the  po te n tia l m a gn itude  o f the  P P FAC True -Up  c om pone n t a nd  de ta ils  fo r

s pecific  cos t item s .



BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
MIKE GLEASON- CHAIRMAN
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JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

1

2

3

4

5

6

7

8

9

10

DOCKET no. E-04204A-06-0783

11

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)

)

)

)

)

)

>

)

)

)

)

12 )

13

1 4

15

16 Re joinde r Te s timony of

17

18 Micha e l J . De Concini

19

20 on Be ha lf of

2 1

22 UNS  Ele ctric, Inc.

23

24 August 31, 2007

25

26

27



1 be  cre dite d to the  P FP AC, while  my Re butta l Te s timony indica te d 100%.

2 P rude nce  re vie w a dds  c la rity tha t the  Com m is s ion ha s  the  right to  re vie w the

3 prude nce  of fue l a nd powe r purcha s e s  a nd a ny ca lcula tions  a s s ocia te d with the

4

5

P P FAC a t a ny time .

Othe r Allowa ble  Cos ts indica te s  tha t no othe r cos ts , be yond thos e  re corde d in

6

7

FERC Accounts  501, 547, 555 a nd 565, will be  a llowe d without pre -a pprova l from

the  Commiss ion in an Orde r.

8

9 Q-

10

11

12

P le a se  a ddre ss the Company's  pos ition  on  thes e changes ?

The s e  cha nge s  a s  propos e d by Mr. S m ith a re  a ll a cce pta ble  to  the  Com pa ny, with the

e xce ption of his  re comme nda tion re ga rding Othe r Allowa ble  Cos ts . I ha ve  a ddre s se d the

Company's  pos ition on this  recommended change  in my Re joinde r Tes timony above .

13

14

15

16

Re ga rding Mr. S m ith 's  re com m e nda tion on s pe c ific  ca lcula tions ,  the  Com pa ny will be

p le a s e d  to  wo rk with  S ta ff o n  d e v e lo p m e n t  o f d e fin it iv e  s c h e d u le s  a n d  s p e c ific

ca lcula tions .

17

18

19

20

2 1

Re ga rding Mr. S mith's  re comme nda tion on cre diting whole s a le  re ve nue s  to the  P P FAC,

the  Compa ny a gre e s . This  incons is te ncy wa s  a n e rror on the  Colnpa ny's  pa rt. The  P OA

should ha ve  indica te d tha t 100% of re ve nue s  from short-te rm off-sys te m whole sa le  sa le s ,

to the  extent they exis t, will be  credited to the  P P FAC.

22

23

24

25

26

27

A.

5
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1

2

change  once  the  full requirements  P P A expire s ."

Mr. S mith a nd the  Compa ny a gre e  tha t a n a nnua l ca p for the  UNS  Ele ctric P P FAC

3

4 with  re s p e c t to  wh y UNS

5

is  not a ppropria te  a t this  time . We  ge ne ra lly a gre e  with Mr. S mith's  e xpla na tions  in

h is  S urre butta l Te s tim ony - pa ge s  53  th rough  54

Electric should not have  an annua l cap on its  P P FAC.
I

6

7 Q-

8

What is Mr. Smith's position on "other allowable costs" included in the UNS

Electric's PPFAC?

9 A.

10

Mr. S mith be lieves  tha t these  costs  should not be  recove red in the  Company's  P P FAC.

11

12

13

14

Q- How does  Mr. Smith  p ropos e  tha t thes e  cos ts  be  recovered?

Mr. S mith s ta te s  tha t the  Compa ny could re que s t re cove ry of the se  cos ts  in ba se  ra te s  a nd

tha t the y would be  tre a te d a s  a ny othe r utility ope ra ting e xpe nse s  tha t fluctua te  be twe e n

rate  cases.

15

16

17

18

19

20

Q- Do  yo u  a g re e ?

No .  Th e s e s  c o s ts  a re  d ire c tly re la te d  to  fu e l a n d  p u rc h a s e d  p o we r p ro c u re m e n t,  a n d  a s

s u c h ,  s h o u ld  b e  in c lu d e d  in  th e  P P FAC. UNS  E le c tric  h a s  n o t in c u rre d  th e s e  c o s ts  in  th e

pa s t due  to  its  fu ll re qu ire me nts  P P A. Wa iting  un til the  ne xt ra te  ca s e  fo r re cove ry o f the s e

cos ts  cou ld  pu t a n  unfa ir fina nc ia l burde n  on  the  Compa ny.

2 1

22 Q- Can the Company accurately forecast these costs?

23 A.

24

25

26

27

Not a ll of the m. In re sponse  to S ta ff"s  Da ta  Re que s t No. S TP  20.4, the  Compa ny provide d

a  fore ca s t of its  procure me nt, sche duling a nd ma na ge me nt cos ts  a s  it would be  a lloca te d

from  TEP 's  Whole s a le  Ene rgy group. This  group will pe rform  a ll the  procure m e nt a nd

sche duling functions  for TEP  a nd UNS  Ele ctric a nd will a lloca te  cos ts  in proportion to the

two compa nie s ' loa ds . The  othe r cos ts  a re  ca se  or s itua tion de pe nde nt which TEP  ca nnot

A.

A.

3
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1 Q.

2

3

4

5

6

Is  UNS  Ele ctric  p ropos ing  to  re cove r broke r's  fe e s , cre d it cos ts , a nd  le ga l fe e s

through the  P P FAC?

Yes. The Company has not incurred these costs in the past and therefore no such costs are

reflected in any ra tes tiled in this  case . These  fees are  an inevitable  and necessary part of

procuring fue l a nd purcha s e  powe r s upply for a fte r the  e xpira tion of the  P WCC full

requirements purchase  power agreement. These costs are  reasonable  for UNS Electric to

incur in orde r to continue  to be  a  re lia ble  e le ctric se rvice  provide r. Conse que ntly, the y

should be recovered.

Q. Is the Company proposing a sharing mechanism as part of the PPFAC?

7

8

9

10

A.

13

14

15

16

17

18

19

20

21

22

No. UNS Electric has  ample  incentive  to procure  re liable  sources  of fue l and ene rgy a t

reasonable prices, to hedge an appropriate amount of fuel and purchased power to provide

stability in price, and to seek to procure a  stable , re liable , and affordable  supply of fuel and

purchase  power. The Company does not receive  any re turn for these  costs , and does not

have anything to gain by not seeking out the most economical sources of fuel and purchase

power. Further, a  sharing mechanism leaves the  Company and its  customers exposed to

the  va ga rie s  of the  short-te rm e ne rgy ma rke ts . Eve n if the  Compa ny ma de  a bsolute ly

prudent and well designed purchases, the  vola tility of the  short-te rm energy markets  tha t

a re  comple te ly be yond the  Compa ny's  control could ca use  e ithe r the  Compa ny or its

cus tome rs  to be a r a n unfa ir burde n of cos t. In the  Compa ny's  ca s e  this  would be

confiscatory ra te  policy, in the  customers ' case  this  could lead to significantly higher ra tes.

Therefore, we do not believe a  sharing mechanism is appropriate  in the PPFAC and would

strongly oppose such a feature.23

24

25

26

27

A.

15
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Q. (BY ms. SCOTT) Okay. It's correct that UNS

Electric has not incurred any of the other costs to date,

has it?

A.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

That is correct. Go ahead.

Q. Did you want to clarify your response?

A. Yeah. Again, it's one of these complications

with -- we pretty much today, other than transmission,

purchase a bundled deal from Pinnacle West, which any of

these other costs are wrapped into that agreement. You

know, we could probably make some attempt to try to

unbundle them, but that's not the way we're billed so

that's --

Q. Okay. You would agree with me that the UNS

Electric PPFAC recommended by Staff is based on the PSA

that Staff recommended for Aps; correct?

A. To the best of my understanding, yes.

Q. To the extent that APS incurs such other costs,

isn't it true that APS does not recover such other costs

in its peA?

A. I believe we answered that in the data request

to the affirmative. Again, I think the complication we

have here is APS has been an ongoing entity that's

incurring costs on a routine basis, and UNS Electric is in

a situation that I don't think any of us have ever faced.

It's basically going to a zero supply picture at a point
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in time. And, you know, one of the issues with that is

that, you know, there are certain historic costs that just

aren't there. And I think in the company's view that

shouldn't mean that we don't have the ability to recover

those costs. So I think that's kind of where we come from

on this issue.

Q. Well, but you would agree with me that the other

cost category contains certain discrete costs, and

identifiable from the perspective that they fall into

broad groups of categories?

A. Yes.

Q. So in other words, you have got some credit

costs; correct?

A. Uh-huh.

Q- Some legal costs go into that category; correct?

A. Yes.

Q- And brokers' fees?

A. Uh-huh.

Q. And there are probably other categories as well;

correct?

A. Yes.

Q. And it is your understanding that with respect to

Aps, the Commission's order did not allow them to recover

those types of costs in its PSA mechanism; correct?

A. Yes.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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Q. Okay. In fact, in the decision, at Page 107 in

the APS decision, you're aware that the Commission

specifically rejected a request by APS that broker fees be

recovered through the APS PSA. Are you aware of that?

A. I believe I have heard that, yes.

Q. And among the other costs that UniSource Electric

wants to charge to ratepayers through the PPFAC are

charges for TEP labor as well, correct?

A. That is correct.

Q- The amounts listed in the response to Staff

20.4.c -- do you have that up there -- for scheduling and

administration of wholesale purchases are for TEP labor,

aren't they?

A. Primarily, yes.

Q- Then, if you also look at your response to Staff

20.4.c, you show zero for 2007; correct?

A. Yes.

Q. So hasn't any TEP labor been devoted to UniSource

Electric power procurement in 2007?

A. I believe there's some costs that are allocated

in the rate case. These are kind of different types of

costs for scheduling and administration that we aren't

incurring today because we don't have to perform this

function. Pinnacle West is doing it under our full

requirements agreement.
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So there may be some costs in our rate case. I

believe there are, but another witness would probably be

better to ask that question related to other aspects of

wholesale marketing. This issue associated with

scheduling and whatnot is something that, frankly, we

aren't doing today and we have to start doing as of June 1

of next year.

Q. But you're still asking to include in the PPFAC

annually increasing amounts of TEP labor charges as part

of the other costs component; correct?

A.

»Q

Yes, we are.

And then you're also asking the Commission to

approve in advance the inclusion of legal fees in the

PPFAC that would be recorded in Account 923, outside

services; correct?

A. Yes, we have requested that.

Q. And wouldn't you agree with me that Account 923,

outside services, is not a fuel or purchased power

account?

A.

Q.

That's correct.

It's a general and administrative expense

account?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. (No oral response.)

Q. And the company cannot even predict at this time,

can it, what level of legal fees might be charged to
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A.1

2 Q .

They can.

And they can also include broker's fees?

A.3 They can.

•4 Q

A.7

And all of this that we've been talking about

5 relates to the cost to procure fuel and purchased power

6 and the ability to diversify its portfolio; correct?

Could you say that again, please?

Sure.8 Q . I'll try to rephrase the question.

9 The costs that we have just been talking about

10 recently, credit costs and broker's fees, that is part of

11 the overall cost to procure fuel and purchased power,

12 correct?

It can be.A.13

14 •Q And I believe in your testimony -- I can't recall

15 whether it's your direct or surrebuttal -- you cite to the

16 Arizona Public Service -- one of the Arizona Public

17 Service cases involving the Palo Verde nuclear generating

18 station regarding CWIP in rate base?

Where is that?A.19

I don't have the cite onI believe -- let me.20 Q .

22 Do you

21 this one, unfortunately.

Well, let me just ask you generally.

23 recall mentioning the Arizona Public Service rate case

24 involving Palo Verde nuclear generating station as part of

25 your discussion of CWIP in rate base?

9//)?iiY »¥:4% \
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1 It wasQ. And it was called something different.

2 called the power supply adjustor to your knowledge?

A.3 Yes, the PSA.

4 Q. And the base rate for APS was set up aOkay.

5 little bit differently than it would be for UNS Electric

6 in terms of credit costs and broker's fees?

7 A. Could you repeat that?

8 •Q I'll move to a different question.

9 Isn't it true, Ms. Diaz Car fez, that credit costs

A.11

10 are built into the APS base fuel and purchased power rate?

They're built into the base rate, but I'm not

12 sure that it's in the base cost of fuel. It may just be a

14 charges or whatever.

13 line item on the operating income statement for credit

I don't know that it's built right

15 into the base cost of power, but it is built into the base

16 rates.

•17 Somewhere in the base rates, credit costs areQ

18 included for APS?

19 Correct.A.

•20 Q And that would be the same thing for broker's

21 fees; correct?

22 A.

23 Q.

If there were any, yes.

And so currently for UNS Electric, they're

24 largely not paying those costs except to the extent that

25 they're rolled into this full requirements Pinnacle West
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1 contract that they currently have?

2 Yes.A.

3 Q. And that contract, as many have testified to, is

4 set to expire on May 31, 2008?

5 Yes.A.

6 Q. And that's your understanding?

7 A. Yes.

8 Q. And so it's likely that the company is going to

9 be paying these credit costs to procure power and/or fuel

10 in the future; correct?

11 A.

12 •Q

Again, they may.

And every time it procures a certain amount of

13 purchased power or a certain amount of capacity, there's a

14 good possibility that they may incur these credit costs or

15 broker's fees; correct?

16 Yes.A.

17 Q. And currently for UNS Electric, theseOkay.

18 credit costs and broker's fees are not part of the base

20 A.

19 fuel and purchased power rate; correct?

I really didn't look at that account to know what

21 they had incurred in the test year as far as that is

22 concerned. I can go as far as to say that given they only

23 have one contract, and that's the Pinnacle West one, they

24 probably weren't significant, but I didn't examine that

25 account.

A r /§4»~w V we .wan . »~ 4, 81 /M  'mane aw 94/146 I<aa><»im.u\'m» QQ fnnnluam/aa<w if a w  s o  w e 4



1 Q. Okay.

3 A.

Page 1283

To your knowledge, do you know if credit

2 costs are any component of base rates for UNS Electric?

Credit costs?

4 •Q

5 A. I don't know.

In terms of procuring fuel and purchased power.

But given my knowledge of the way

But I didn't -- it wasn't an

6 they operated during the test year, I don't see much

7 reason why there would be.

9 Q.

8 area that I particularly audited.

And your answer would probably be the same if I

10 asked you the same question regarding broker's fees;

11 correct?

Yes.A.12

13 MR. GELLMAN: May I have one moment, Your Honor?

14 Yes.ALJ WOLFE:

15 (Brief pause.)

16 MR. GELLMAN: NoThank you, Ms. Diaz Cortez.

17 further questions.

18 ALJ WOLFEI

19

21 MR. TORREY:

22 ALJ WOLFE:

Thank you, Mr. Gellman.

Mr. Torrey, I don't show in my notes whether I

20 asked Staff if Staff had any questions for this witness.

Not since I came in you haven't.

Do you have questions for this

23 witness?

24 MR. TORREY: I just have one or two questions,

25 Your Honor.

M VS >~~ : ., <=/~
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9

I I

I

3

change once the full requirements PPA expires."

Mr. Smith and the Company agree that an annual cup for the UNS Electric PPFAC

is not appropriate at this time. We generally agree with Mr. Smith's explanations in

4 his Surrcbuttal Testimony pa ge s  53 through 54 with respect to why LENS

5 Electric should not have  an annua l cap on its  PPFAC.

6

7 Q- What is Mr. Smith's position on "other allowable costs" included in the UNS

8 Electric's PPFAC?

9 A. Mr. Smith be lieves  tha t these  cos ts  should not be  recovered in the  Company's  PPFAC.

10

11 Q. How does Mr. Smith propose that these costs be recovered?

12

13

Mr. Smith states that the Company could request recovery of these costs in base rates and

that they would be treated as any other utility operating expenses that fluctuate between

14 rate cases.

15

16 Q-

17

18

Do you agree?

No. Theses costs are directly related to fuel and purchased power procurement, and as

such, should be included in the PPFAC. UNS Electric has not incurred these costs in the

19

20

past due to its full requirements PPA. Waiting until the next rate case for recovery of these

costs could put an unfair financial burden on the Company.

21

22 Q. Can the Company accurately forecast these costs?

A. Not a ll of them. In re s pons e  to S ta fFs  Da ta  Reques t No. S TF 20,4, the  Company provided

a forecast of its procurement, scheduling and management costs as it would be allocated

from TEP's Wholesale Energy group. This group will perform all the procurement and

')|z.. scheduling functions for TEP and UNS Electric and will allocate costs in proportion to the

two companies' loads. The other costs are case or situation dependent which TEP cannot27

25

24

23

7

A.

A.

3

I

I
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anticipate the timing of legal or credit costs with any

certainty and none are included in the estimates that UNSE

provided?

A.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Yes. And I think that's consistent with the

answer that I just gave in that that's why we think they

should be in the fuel clause. Again, the benefits of

those expenses go to customers through the PPFAC, so we

feel -- granted, they're not fuel costs. We feel that it

makes more sense to recover them in fuel costs.

I mean, some of the trade-offs you face have to

do with legal fees in those cases. So, you know, I guess

we have a difference of opinion as to how they should be

recovered. It's our opinion that it would be better if we

had a certain recovery when we got into those types of

situations rather than, you know, have it be on a historic

average basis.

Q- Can you tell me as a general matter what types of

costs are generally included in an adjustor or PPFAC

mechanism?

A. I understand they're typically fuel-related

costs. Again, we're asking for legal fees related to

issues surrounding purchased power and fuel agreements.

So we think even though it may not be in a FERc-classified

fuel account, we believe it's a fuel-related expense.

Q. Okay. And I understand the company's position.
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considering that because they proposed including the costs

in the PPFAC.

Now, the only aspect about that that Staff

disagrees with is Staff thinks that the credit support

costs are more appropriately addressed as a normalized

operating expense item in base rates, that those shouldn't

be included in the PPFAC.

Q. You testified that there haven't been any of

those costs to date; correct?

A. That's what the company's told us in data

requests.

Q.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Your testimony also indicates that those costs

are going to vary from year to year; is that correct?

A. I would expect them to vary from year to year.

We've asked the company to provide data on its estimates

for those costs. We've asked, I think, for 2007, 2008,

2009, and then for the first two years of the PPFAC.

And the only costs that the company was able to

estimate was the cost -- and this is in the response to, I

believe, Staff data request 20.4 -- was the additional

labor costs charged to UNS Electric for some TEP

scheduling of wholesale purchases. The company hasn't

been able to provide us with an estimate of credit costs,

broker's fees, or those other items.

Q. Had they provided that to you, would you have
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I e s tima te  with a ny de gre e  of ce rta inty a t this  point.

2

3 Q- What has Mr. Smith recommended for changes to the "Other Allowable Costs"

4 section of the POA?

5 Mr. Smith recommends  tha t they be  s tricken and replaced with "None  without pre -approva l

6 from the  Commiss ion in an Orde r".

7

8 Q. Does the Company request any such pre-approval in this case?

9

10

11

Ye s . Give n tha t the  Compa ny ha s  provide d a  fore ca s t of the  procure me nt, s che duling a nd

m a na ge m e nt fe e s  in  re s pons e  to  S TF 20.4, the  Com pa ny re que s ts  tha t re cove ry of the s e

cos ts  be  pre -a pprove d in this  Ra te  Ca s e . The  Compa ny's  re s pons e  to S TF 20.4 is  a tta che d

a s  Exhib it MJ D-6.12

13

1 4 Q- Has Mr. Smith made any additional changes to the POA filed by the Company?

15

1 6

17

18

19

20

2 1

Ye s . Mr. S mith provide d a  re d-line  of the  P OA file d by the  Compa ny. The  cha nge s  he

made  are  summarized be low:

Inte re s t ra te  cla rifica tion - cla rifie s  tha t the  inte re s t ra te  sha ll be  a djus te d a nnua lly

on the  firs t business day of the  new year.

Commiss ion Approva l for unusua l e ve nt - cla rifie s  tha t the  Compa ny would ne e d

Commiss ion approva l prior to amending the  Forward Component in the  case  of an

unus ua l e ve nt within the  P P FAC Ye a r a nd cla rifie s  tha t the  Commis s ion could

22

23

24

orde r re cove ry ove r such pe riod a s  the  Commiss ion de te rmine s  a ppropria te .

Com m is s ion  De c is ion  for ne w P P F AC ra te s  - a dds  la ngua ge  tha t a  Com m is s ion

de c is ion, if ne ce s s a ry,  would ne e d to  occur prior to  the  J une  1  im ple m e nta tion of

ne w P P FAC ra te s .25

26

27

Specific calculations - should be determined upon review of illustrative schedules.

Credit of wholesale revenue .- the POA indicated 90% of wholesale revenues will

A.

A.

A.

4
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UNS  ELECTRIC, INC. 'S  RES P O NS ES  TO
S TAF F 'S  TWENTIETH S ET O F  DATA REQ UES TS

DO CKET n o .  E -04204A--6-0783
Augus t 21, 2007

S TF 20.4 Refer to Exhibit MJD-3, the UNS Electric, Inc. Purchased Power and Fuel
Adjustment Clause Plan of Administration filed with Mr. DeConcini's
rebuttal testimony. For each item of "Other Allowable Costs" on page 11,
provide the following information:

a. A complete description of UNS Electric's understanding of
whether such costs are included in the APS PSA upon which the
UNS Electric PPFAC was modeled? Include supporting
documents relied upon for your understanding.

A listing, by account, by calendar year (or portion of calendar
years 2003 through 2007), of the actual expenses incurred by UNS
Electric for each item of "Other Allowable Costs" on page ll,
from the inception of ownership of UNS Electric in August 2003
through June 30, 2007.

A listing, by account, of the anticipated, estimated, and/or forecast
expenses incurred by UNS Electric for each item of "Other
Allowable Costs" on page ll, for each of the following periods:
(1) calendar 2007, (2) calendar 2008, (3) calendar 2009, (4)
calendar 2010, (5) June 1, 2008 through May 31, 2009, and (6)
June 1, 2009 Mouth May 31, 2010. Provide the Company's best
estimates. To the extent that the requested estimated or forecast
information is not available in exactly the form requested (by
FERC account), provide the best information the Company has,
and provide it in the form that the Company has it in.

RES P ONS E :

b.

c.

a. UNS Electric understands that because Arizona Public Service
Company ("APS") had an existing PPFAC that was operational,
APS recovers the requested "Other Allowable Costs" in its base
rates, rather than in the PSA. However, UNS Electric is
transitioning from a full requirements agreement into a supply
portfolio, and these costs will be incurred. Due to the full
requirements agreement, these costs were not in UNS Electric's
test-year, and therefore not in the base rates, but will be an actual
cost incurred related to replacing the full requirements agreement.

These costs have not been incurred to date because UNS Electric
has been served under a full requirements Power Supply
Agreement with Pinnacle West Capital Corporation ("Pinnacle
West").

b.



UNS ELECTRIC, INC.'S  RESPONSES TO
S TAFF'S  TWENTIETH S ET OF DATA REQUES TS

DOCKET no. E-04204A-06-0783
Augus t 21, 2007

Costs for scheduling/administration of wholesale purchases are as
follows: (1) for 2007 - $0; (2) for 2008 - $259,368; (3) for 2009 -
$273,563; (4) for 2010 - $281,783; (5) for June 1, 2008 through
May 31, 2009 - $268,783; and (6) for June 1, 2009 through May
31, 2010 - $276,978. These scheduling/administration costs could
either be accounted for in Account 555 (Purchased Power) or
FERC O&M Accounts depending on allocation methodology.
UNS Electric cannot anticipate the timing of legal or credit costs
with any certainty and none are included in the estimate above.
Legal fees and credit costs would continue to be recorded in FERC
Accounts 923 and 431, respectively.

RES P ONDENT: DavidHutchins

WITNES S  : Michae l DeConcini

c.
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1

2

3

4

change  once  the  full requirements  PPA expires ."

Mr. Smith and the  Company agree  tha t an annua l cap for the  UNS Electric PPFAC

is  not appropria te  a t this  time . We  gene ra lly agree  with Mr. Smith's  explana tions  in

his  S urre butta l Te s timony -- pa ge s  53 through 54 -- with re s pe ct to  why UNS

Electric should not have  an annual cap on its  PPFAC.

Q. What is Mr. Smith's position on "other allowable costs" included in the UNS

Electric's PPFAC?

Mr. Smith believes that these costs should not be recovered in the Company's PPFAC.

Q_ How does  Mr. Smith propos e that thes e  cos ts  be  recovered?

Mr. Smith s ta tes  tha t the  Company could request recovery of these  costs  in base  ra tes  and

tha t the y would be  tre a te d a s  a ny othe r utility ope ra ting e xpe nse s  tha t fluctua te  be twe e n

rate cases.

Do you a gre e ?

No. The se s  cos ts  a re  dire ctly re la te d to fue l a nd purcha se d powe r procure me nt, a nd a s

such, should be  include d in the  PPFAC. UNS Ele ctric ha s  not incurre d the se  cos ts  in the

pas t due  to its  full requirements  PPA. Waiting until the  next ra te  case  for recovery of these

costs  could put an unfa ir financia l burden on the  Company.

5

6

7

8

9 A.

10

11

12

13

14

15

16 Q.

17 A.

18

19

20

21

22

23

Q. Can the Company accurately forecast these costs?

24

25

26

27

A.

A.

Not a ll of them. In re sponse  to S ta ffs  Da ta  Reques t No. STF 20.4, the  Company provided

a  forecas t of its  procurement, scheduling and management cos ts  a s  it would be  a lloca ted

from TEP 's  Whole s a le  Ene rgy group. This  group will pe rform a ll the  procure me nt a nd

scheduling functions  for TEP  and UNS Electric and will a lloca te  cos ts  in proportion to the

two companies ' loads . The  othe r cos ts  a re  case  or s itua tion dependent which TEP cannot



1 estimate  with any degree  of ce rta inty a t this  point.

2

3 Q. What has Mr. Smith recommended for changes to the "Other Allowable Costs"

4 section of the POA?

5 Mr. Smith recommends  tha t they be  s tricken and replaced with "None  without pre -approva l

6 firm the  Commiss ion in a n Orde r".

7

8 Q- Does the Company request any such pre-approval in this case"

9

10

11

Yes . Given tha t the  Company has  provided a  forecas t of the  procurement, scheduling and

management fees  in re sponse  to STF 20.4, the  Company reques ts  tha t recove ry of these

costs  be  pre~approved in this  Rate  Case . The  Company's  response  to STF 20.4 is  a ttached

a s  Exhibit MJ D-6.12

13

14 Q- Has Mr. Smith made any additional changes to the POA filed by the Company?

15

16

17

18

19

20

Ye s . Mr. S mith provide d a  re d-line  of the  P OA file d by the  Compa ny. The  cha nge s  he

made  are  summarized be low:

Inte re s t ra te  cla rifica tion - cla rifie s  tha t the  inte re s t ra te  sha ll be  a dj use d a nnua lly

on the  firs t business day of the  new year.

Commiss ion Approva l for unusua l e ve nt - cla rifie s  tha t the  Compa ny would ne e d

Commiss ion approva l prior to amending the  Fonvard Component in the  case  of an

unus ua l e ve nt within the  P P FAC Ye a r a nd cla rifie s  tha t the  Commis s ion could21

22

23

order recovery over such period as the  Commission determines appropria te .

adds  language  tha t a  Commiss ionCommis s ion De cis ion for ne w P P FAC ra te s

24 de cis ion, if ne ce s sa ry, would ne e d to occur prior to the  June  l imple me nta tion of

new PPFAC ra tes .25

26 Specific calculations - should be determined upon review of illustrative schedules,

Credit of wholesale revenue -- the POA indicated 90% of wholesale revenues will27

A.

A.

A.

4
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1

2

Page 337

submitted by yourself in response to the questions asked

by the Staff?

A.3

4 Q.

Yes.

Yes, I do.

And those continue to be true and correct

responses in reply to the Staff questions; correct?

A.

5

6

7

A.

Q. Let me refer you at this point to your rejoinder

testimony at Pages 4 and 5.

Okay.

8

9

10

11

12

13

14

15

16

A.17

18

19

20

Q. Your testimony is in your rejoinder testimony

that UNS Electric agrees with all of the changes to the

purchased power and fuel adjustment clause plan of

administration recommended by Staff witness Smith, with

the sole exception of the Staff's recommendation that the

company's proposed category of other allowable costs be

removed; is that correct?

Yes, it is.

Q. So it's fair to say that the one remaining issue

in dispute between the Staff and UNS Electric is whether

other allowable costs should be included in the PPFAC

mechanism or not?

That's correct.

21

22 A.

23 Okay.

24

25

Q. And at Page 3, Line 23 of your rejoinder,

you do state, don't you, that the company cannot

accurately forecast such costs?
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A. Yes, I do.

Q. Now, Exhibit MDC-6 to your rejoinder testimony is

a copy of the company's response to Staff data request

20.4; correct?

ALJ WOLFE: Just for the record, it's marked as

MJD-6.

Let's just wait and let him

ms. SCOTT: Okay. I'm sorry.

ALJ WOLFE: And some of the other testimony is

MR. PATTEN: Your Honor, I'm not sure that the

copy that the witness has has it attached to it, the

version that I have got. We'll correct that, and I think

I've got a copy of it.

ALJ WOLFE 2 Okay.

I have an alternate

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

get a copy.

(Brief pause.)

ALJ WOLFE: Do you have a copy of what's been

marked as Exhibit U-16, Mr. Deconcini, in front of you?

THE WITNESS: I do.

ALJ WOLFE: Because that should have it attached

to the back.

MR. PATTEN: That's the copy that doesn't have it.

ALJ WOLFE: Oh, that's problematic.

MR. PATTEN 2 Yeah.

THE WITNESS: I see it now.

copy of it.
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Page 345

pass-through cost due to the fact that you have multiple

contracts and things that are in place under all of these

purchased power and fuel contracts. Unfortunately, at

times we have situations where it may make sense for us to

go after a supplier or someone for -- you know, ultimately

for the benefit of the customer. Because if we earn some

recovery, that benefit is going to flow back through the

PPFAC and go to the customer.

These things aren't costs that are, you know,

typical and consistent, and that's why we propose -- you

know, we think that the right mechanism should be in place

that we have every incentive to go after those benefits

for our customers. And frankly, we don't agree that the

current way of recovering those costs provides the

appropriate incentive, and that's why we've proposed legal

costs be in the PPFAC.

Q- But you did agree with me a moment ago, correct,

that the outside services account is not a fuel or

purchased power account?

A. Yes, I did.

Q. Okay. And you cannot predict what level of legal

fees will be charged to ratepayers in the PPFAC; correct?

A. No, we can't.

Q. And, in fact, in response to Staff request

20.4.c, didn't you state that UNS Electric cannot

UNS Electric / Rates
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Surrebuttal Testimony of Ralph C. Smith
Docket No. E-04204A-06-0783
Page 54

l

2

3

4

cos ts  to be  for pe riods  a fte r J une  l, 200815 We  do not know if impos ing a  4 mil a nnua l

ca p would pre ve nt UNS  Ele ctric  from time ly re cove ry of its  fue l a nd purcha s e d powe r

cos ts  a fte r J une  1, 2008 a nd re sult in la rge  de fe rra ls . The  purpose  of a  forwa rd looking

component in the  P P FAC, a s  recognized by the  Commiss ion in Decis ion No. 69663, is  to

ma ke  the  re cove ry of the  utility's  powe r cos ts  time lie r, the re by improving the  Compa ny's

cash flow. An annua l cap se t too low could de fea t tha t objective .

Q. Does Staff recommend an annual cap for the UNS Electric PPFAC?

5

6

7

8

9

10

11

A. No, not a t this  time . With re spe ct to whe the r or not a n a nnua l ca p should be  impose d, I

ge ne ra lly a gre e  with the  obse rva tions  ma de  by Mr. De Concini on pa ge  14, line s  16-24 of

his  Rebutta l Tes timony:

1 2

13

14

"It is understandable that the Commission applied a cap to APS' PSA as APS has a
well-established system consisting of significant stable cost nuclear and coal
facilities. UNS Electric, on the other hand, is in the process of acquiring and
developing its resource requirements and it would not be appropriate to force a cap
on the PPFAC rate in this period of flux. A cap could send the wrong message to
over-emphasize short-term rate stability at the detriment of what is in the best
long-term interest of our customers. That is, putting caps and collars for rate
stability in the short-term can lead to large deferrals that can negatively impact
both the Company - making it a riskier investment .- and its customers - who have
to pay for those cost deferrals eventually."

15
16
17
18
19
20
21
22
23

24

25

Consequently, Staff does not recommend imposing an annual cap on the PPFAC during

what Mr. DeConcini refers to as "this period of flux."

a

15 Information has been requested in Staff data requests set 20, but responses have not yet been received.
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1 MR. IVIAGRUDER: Yes, I agree.

2 Thank you. That completes my questions.

Mr. Patten.3 ALJ WOLFE :

4 MR. PATTEN: Thank you, Your Honor.

5

6 RECROSS-EXAMINATION

7

8 Q. (BY MR. PATTEN) Hello, Mr. Smith.

9 A. Hello.

10 Q. I just want to get some clarification of what

Based on your Footnote 4 of11 Staff's proposal is here.

12 Staff Exhibit 68, you're actually proposing a 1.73 cent

13 per kilowatt hour annual cap on the forward component?

I mean, this was intended as an14 A. Right •

15 illustrative example, but I think that level of cap would

16 be supported by Staff.

Q. All right.

18 $7.50 gas; is that correct?

17 And that: cap is tied to basically

19 A. So if theRight, the company's base forecast.

20 company stayed within its current base forecast, the fuel

21 and purchased power costs would not exceed the cap.

Q. And in the second period of the operation of the

23 PPFAC, the second year, did you say that the 1.73 cent was

24 a lifetime cap under the PPFAC? So even if gas went up to

25 $9 was the forward estimate in year two of the PPFAC. the

22



Page 1399

1 forward component would not be modified pursuant to the

2 terms of the PPFAC?

3 Well, as it's suggested here in the Staff

4 exhibit, the 1.73 on the forward component would

A.

5 essentially be a hard cap. And that way, if the company

6 incurred costs above that level, it would create a

7 deferral and they would -- that would be recovered if

8 they're prudent and reasonable costs through the true-up

9 component .

10 Now, if there's a drastic change at some point in

11 the economics of the company's procurement of fuel and

12 purchased power, the various components of the PPFAC may

But if it's essentially a temporary

14 situation where gas costs rose significantly higher

15 temporarily than what the company's base forecast shows,

16 it would create a deferral above the 1.73 cents per

13 need to be reviewed.

17 kilowatt hour, and then that would be subject to

18 collection through the true-up component .

Now, if gas costs went up to $9 per MMBTU and it19

20 looked like they were staying there permanently, then the

21 cap may need to be revised at that time.

22 of the cap is to prevent rate shock, but it needs to be

I mean, the idea

23 ba la nce d a ga ins t providing re la tive ly time ly colle ction of

24 the  company's  prudently incurred fue l and purchased power

25 cos ts , a nd the  compa ny's  a bility to fina nce  de fe rra ls  of
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13

12

10

14 the PPFAC, or a base forecast, have we?

ll right now, year one of the operation of the PPFAC; right?

15

17

16 to the Staff data request 20.

18 year when the forward component is set; correct?

20

21 true-up component; is that correct?

19

22

24 deferred costs to be collected too far in the future?

23

25 Sort of a matching concept?

7 unless the market for fuel and purchased power changes

2

5 cents looked like it was approximately in the right range

1 those costs that end up being over the cap.

3

8 drastically from what the company's base forecast is

4 our review of the information, we thought that the 1.73

6 to prevent rate shock and not result in large deferrals,

9 expecting.

A.

A.

Q.

Q.

Q.

A.

A.

Q.

Q.

A.

Q.

MMMMW

We haven't provided an estimate for year two of

Right.

Right.

Actually, I think you did in one of the responses

Right.

So it's kind of a balancing act.

But; that's something that gets looked at every

And you're not proposing a cap of any sort on the

Right I

And is that basically because you don't want

That's correct.

And we appreciate that .

And that base forecast is looking at,

eeeamw A=éE¢" Y

And based on

..43l1=€E44.%
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12 cents.

10 know,

14 over the following year under the PPFAC;

13

15

11 estimating what the deferrals would be above the 1.73

17 substantially higher than the company's forecast,

16 reasonableness

20

18 would raise some questions that Staff would most likely

22 $1.73?

21 future forecast to $7.50 gas by having a hard cap at

19 want to have investigated.

24 way.

23

25 all of the elements in the company's base forecast,

2 matching the cost to the period when it's incurred,

3 subject to the need to protect customers from rate shock.

1

4

7

5 potential scope of the deferral if gas,

6 $9,

8 calculations.

9 type estimates

A .

A.

A.

have you?

Q.

Q.

A.

Q.

4"

I haven't done very sophisticated calculations

I mean,

Or 1.73 cents?

Yeah,

Okay .

You haven't done any analysis to determine the

Right.

I've kind of got some not real refined

Aren't you effectively,

"we

Yeah .

I think that the 1.73 cents resulted from

that's basically it.

I've got some kind of back of the envelope

But the intent is to recover that deferral

I'm not sure I would view it exactly that

Again,

But I mean,

And I think if the costs came in

subject to review for prudence and

vs/

it would essentially -- you

though I

It's kind of a

in f act,

correct?

limiting any

goes to

that

Page 1401
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12 with a group of banks .

14 forecasts that we have provided in discovery in this case

13 already been borrowed and is outstanding currently.

ll we have a S45 million revolving credit facility in place

10 the size of UNS Electric.

15 indicate that we'll have about a $30 million balance by

16 year-end, which leaves about a $15 million available

19 pay it off through a long-term note issuance next spring

18

20 or next summer in connection with our refinancing of the

17 revolving credit balance for us .

21 $60 million of long-term notes, but we really don't have

22 any guarantee that that can happen.

23 previously, one of the keys aspects of our being able to

24 finance on reasonable terms is the amount of base rate

25 relief that we're awarded in this case.

2 to 1.73 cents per kilowatt hour under the $7.50 gas price

Page 1411

1 where the forward component of the PPFAC would be limited

5 reflected in Exhibit 43, the amount of deferred fuel and

3 scenario, and if you assume that gas prices actually moved

4 up to $9 and that our incurred costs were 2.98 cents as

7 first year beginning June of 2008, ending May of 2009, is

8 estimated at approximately $23 million.

6 purchased power costs that we would incur during that

9

w~(=z.¢a=s@s+» ;*;go

That's a very large sum of money for the company

Now, our plans are to clean that balance up and

However, 26 million of that has

And just for context, you know,

9&J<§=w'i

And as I mentioned

The

8
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11 we have a $45 million revolving credit f ability in place

12 with a group of banks .

13 already been borrowed and is outstanding currently.

14 forecasts that we have provided in discovery in this case

10 the size of UNS Electric

15 indicate that we'll have about a $30 million balance by

16 year-end, which leaves about a $15 million available

17 revolving credit balance for us .

18

21 $60 million of long-term notes, but we really don't have

20 or next summer in connection with our refinancing of the

23 previously, one of the keys aspects of our being able to

19 pay it off through a long-term note issuance next spring

22 any guarantee that that can happen.

24 finance on reasonable terms is the amount of base rate

25 relief that we're awarded in this case.

2 to 1.73 cents per kilowatt hour under the $7.50 gas price

Page 1411

1 where the forward component of the PPFAC would be limited

5 reflected in Exhibit 43, the amount of deferred fuel and

3 scenario, and if you assume that gas prices actually moved

8 estimated at approximately $23 million.

7 first year beginning June of 2008, ending May of 2009, is

4 up to $9 and that our incurred costs were 2.98 cents as

6 purchased power costs that we would incur during that

9 That's a very large sum of money for the company

Now, our plans are to clean that balance up and

However, 26 million of that has

And just for context, you know,

And as I mentioned

The
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11 we have a $45 million revolving credit f ability in place

10 the size of UNS Electric.

12 with a group of banks .

14 forecasts that we have provided in discovery in this case

15 indicate that we'll have about a $30 million balance by

13 already been borrowed and is outstanding currently.

17 revolving credit balance for us .

16 year-end, which leaves about a $15 million available

18

19 pay it off through a long-term note issuance next spring

21 $60 million of long-term notes, but we really don't have

20 or next summer in connection with our refinancing of the

25 relief that we're awarded in this case.

22 any guarantee that that can happen

24 finance on reasonable terms is the amount of base rate

23 previously,

2 to 1.73 cents per kilowatt hour under the $7.50 gas price

1 where the forward component of the PPFAC would be limited

5 reflected in Exhibit 43,

4 up to $9 and that our incurred costs were 2.98 cents as

3 scenario,

7 first year beginning June of 2008,

6 purchased power costs that we would incur during that

8 estimated at approximately $23 million.

9

. 2w<w§a»'¢s1/"

That's a very large sum of money for the company

Now,

and if you assume that gas prices actually moved

one of the keys aspects of our being able to

our plans are to clean that balance up and

w f w s w

However,

the amount of deferred fuel and

And just for context,

26 million of that has

ending May of 2009,

And as I mentioned

3

you know,

The

Page 1411
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$48

11 company would be able to come in and seek a price

12 adjustment on an expedited basis

13

10 deferral balance reached a predetermined level, the

14 our lenders and our trade creditors quite a bit of unease

15 in looking at our creditor thinest

16 circuit breaker in there, I believe that would help to

17 ameliorate those concerns.

18

19 be dependent on what rate relief you receive in this

20 general rate case?

22 ability to finance, and that is a function of our base

21

23 rate relief.

25 capitalization of $140 million.

24 f fairly small.

2 proposed here would be to defer a decision on what level

1

3 of price cap, if any, that would be applicable to our

5 awarded in this case and until we know what our borrowing

4 PPFAC until we know what level of base rate relief we're

7

8 would be to indicate within that order that we would have

6 capacity and financial outlook looks like.

9 some type of circuit breaker mechanism so that if our cost

Q.

A.

And then the other part of my recommendation

The term hard price cap, I believe, would give

So my recommendation in light of what Staff has

And the level of that circuit breaker is going to

I believe it should take into account, yes, our

I mean, keep in mind that the company is

At year-end 2006, we had a total

£684/v

We've got common equity

And if we have a

Page 1412

8

bf



335



s o = a ¢ e s z

At :

Date :

Filed :

Prepared for:

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALTZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUF
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

BEFORE THE ARIZONA CORPORATION COMMISSION

October

Phoenix,

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME VI I I
(Pages 1352 through

Arizona

a a a a a

2007

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

)
)
)
)
)
)
)
)
)
)
)
)

1427)

DOCKET NO:
E-04204A-06-0783

Page 1352

\

*

3
.3

at
3

;8



11 situation for the company to make a filing.

12

13 identified in the current plan of administration is below

10 plan of administration does provide for that type of

14 what UNS Electric would have to pay to finance the

15 undercollected balance, isn't it?

17 The company agreed with the interest cost in the plan of

16

18 administration.

20 So I don't agree that that's an understatement of the

22

19 the basis for it is the same as the one in the APS PSA.

21 financing cost.

23 something that the company is willing to live with if the

24 deferrals weren't large.

25 deferral, the company ought to recover the costs of the

2 been substantially increased with this proposed cap;

1

3 correct?

7 finance the undercollected balance, wouldn't you?

5 less, yes.

8

4

6

9 were an extraordinary circumstance, the Staff's proposed

Q.

A .

A .

Q.

Q.

A .

Q.

4s4sls1=

And the potential for that large deferral has

Without a cap, the deferral would probably be

And you would expect UNS Electric to have to

It depends on what causes it.

Is it fair to say that the rate of interest

Well, that certainly was maybe the case or

I don't think you can say that with definiteness.

I think that's the same interest cost

But a potential for a larger

YOu know, if it

Page 1405
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l financing, shouldn't they?

2 A. And the plan of administration does provide for

3 interest on the deferred balances.

4 Q. But it doesn't provide the actual cost of

5 financing, does it?

6 A. Well, it provides the financing at the one-year

7 Nominal Treasury Constant Maturity Rate, which I believe

8 is the same rate that the APS PSA provides for.

9 Q. So you don't know whether it's the actual cost of

10 financing that will have to be paid by the company, do

11 you?

12 A. I believe it's a reasonable proxy for the cost of

13 financing the deferrals whether they're positive or

14 negative. In other words, the rate applies if the company

15 is overcollected and the same rate applies if it's

16 undercollected. It's a f air interest rate in my opinion.

17 Q. But it doesn't necessarily reflect the cost of

18 financing; correct?

19 A. It doesn't necessarily reflect the actual cost of

20 financing, but it's a reasonable proxy for both over- and

21 undercollected balances.

22 Q. And when there's an under collection, the company

23 is paying for purchased power; correct?

24 A. Well, the company is paying for purchased power

25 regardless of whether there's an over- or under collection.

4. i 4.~=1»,ww<



15 revolving credit f ability, that f facility is priced at

25 based on short-term treasury rates or commercial paper

16 LIBOR, which is the London Interbank Offering Rate, plus

20

14

21 the plan of administration, given the potentially large

13 in carrying that deferral?

22 deferral, is adequate interest on that carrying amount, or

12 company -- I don't want to use the word suffer, but incur

23 on that deferral amount?

17 one percent.

18 If we had to put additional equity into the company,

19 obviously the cost of that would be much higher.

24

11

10

2 up a $23 million deferred fuel and purchased power

8 recovered through the true-up component in the year after

7 $23 million deferral.

9 that deferral was accrued; is that correct?

4 investment in the company.

3 balance, that's more than 25 percent of our equity

5 yes, we need to take into account our financing ability.

6

1 of about $80 million in the company.

A.

A.

A.

Q.

Q.

Q.

Well, if we're able to finance it with our

All right.

That's my understanding.

Let's talk a little bit about the potential for a

So do you believe that the current provision in

I believe Staff's recommended carrying cost is

Today that's probably about 6.25 percent.

What sort of carrying costs would the

You understand that that would be

That's very substantial.

You know, if you run

So

Page 1413
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11 sets a financial distress factor, does it?

12

13 mention the two Arizona Supreme Court cases from the 1970s

10

14 that Mr. Grant apparently relied on.

16 f actor either, do they?

15

20 UNS Electric is not in financial distress at this current

17

21 time?

18 my recollection.

23 that was confirmed in the company's responses to data

22

19

24 requests.

25

2 recommendation for not including CWIP in rate base, and he

7 Mr. Parcels's testimony combined, and the Staff's overall

1 the rate of return witness, has been advised of the

3 has determined based on that knowledge that the company

8 presentation, that it would result in the company having

5 recommendations .

4 has access to financing on reasonable terms based on his

6

9 access to financing at reasonable terms .

A.

A.

Q.

Q.

A.

Q.

Q.

Your testimony doesn't cite to any ACC order that

Those cases don't include a financial distress

So I think when you take my testimony and

It doesn't cite to the orders, but it does

UNS Electric is not in financial distress, and

I thought that one of them did, but that's just

So without defining the term, you believe that

Do you know what data request you're referring

Page 1215
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1 to?

2 A. Well, on Page 9 of my testimony, I cite to

3 Page 27 of Mr. Grant's rebuttal testimony, Lines 8 through

4 12, where he agrees with Mr. Parcels's conclusion that

5 CWIP is not necessary for UNS Electric to attract capital

6 And Mr. Grant says there: Over the short term, assuming

7 no significant changes occur in the capital markets, that

8 UNS Electric could probably attract additional capital

9 without having CWIP in rate base.

10 And then fur thermo re, Staff witness Iggie has

ll recommended in his direct testimony that the Commission

12 approve the company's request for additional financing.

13 And Staff is also recommending a PPFAC mechanism

14 for UNS Electric that includes a forward-looking component

15 which prospectively should help match the company's

16 recovery of fuel and purchased power expense in the

17 designated FERC accounts with the incurrence of such

18 expense.

19 The PPFAC in and of itself should tremendously

20 help the company's cash flow in terms of providing cash

21 inflows to meet its cash outflows for fuel and purchased

22 power expenses, which are by f at the biggest expense on

23 the company's income statement

24 So given all of these circumstances, no, the

25 company is not in financial distress. And if the



10 excluded from rate base.

12

11

13 been recommended by Staff witness Parcels.

14

15 f adorable terms?

16

18 the company's request for additional debt and equity

20

17 also acknowledging that Staff has recommended approval of

21 additional debt or equity financing doesn't mean that the

19 financing.

22 actual terms of that debt and equity financing have been

24

23 determined yet, does it?

25

2 entirety, the company would not be in financial distress,

Page 1217

1 Commission approves the Staff's recommendations in their

3 I don't believe.

7

5 testimony.

4

8 has not demonstrated that it cannot continue to attract

6

9 capital at favorable terms if CWIP continues to be

A.

A.

Q.

Q.

A.

Q.

Q.

A.

Q.

And at Line 24 there, you state that Mr. Grant

At terms similar to the cost of capital that's

What do you mean by favorable terms there?

And would the same be for acquiring debt at

Could you look at Page 12 of your surrebuttal

Yes .

Yes.

Well, approval or authorization to go and get

No, it doesn't.

It gives the company opportunity to go out and

Staff -- and this is in conjunction with

18
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1 1) The new PPFAC will be self-adjusting based on a twelve-

2 month rolling average of fuel and purchased power costs,

3 2) PPFAC will include costs from FERC accounts 501, 547,

4 555, 565,

5 3) The bank threshold will be set at $10 million for both under-

6 and over-recoveries,

7 4) Carrying costs on the bank balance will be accrued at LIBOR
.i

8 plus 1%.
8
8
3g What aspects of the Company's proposed PPFAC do you disagree with?
4

3

10 RUCO disagrees with the following aspects of the Company-proposed

1 1 PPFAC:

12 1) Recovery of Letter of Credit Fees (LOC) through the PPFAC,
i

8
*
3

;

13 2) Automatic instatement of a surcharge or surcredit when the

14 bankbalance exceeds the $10 million threshold; E
5

15 3) No cap on the amount the PPFAC can automatically adjust,
go

§38
16 and 8

17 4) Lack of incentive in the structure of the PPFAC for the

18 Company to mitigate costs.
8
13

19
if4
8

'E
3

20 Please discuss the first of the shortcomings of the Company's proposed ;

3

21 PPFAC.

22 The purpose of a PPFAC is to allowthe utility to recover fluctuations in its §
a

23 cost of fuel and purchase power. Historically, adjustors of this type have 8
2

4

8

if10 8
3

A.

A.

Q.

Q.

8

3

3

3

8
3

8
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1 been authorized because fuel and pUrchased power costs represent a

2 high percentage of a utility's total operating costs, these costs tend to be

3 volatile in nature, and are, in part, beyond the control of management.

4 LOC fees however do not meet any of the above-cited reasons for

5 automatic adjustment and, as such, should be included in the Company's

6 other operating expenses, and not flowed through the PPFAC. 8
I

7

8 Please discuss the second shortcOming of the Company's proposed

9 PPFAC. 8%
8
8

10 The Company's proposed PPFAC would allow the Company to
1

11 automatically, with no Commission oversight, begin recovering the PPFAC 3

8

8

12 bank balance once it exceeds the $10 million threshold. RUCO believes
5

13 this provision circumvents the Commission's authority to regulate the

14 timing and manner in which excess bank balances are recovered from

15 ratepayers. It is important that the Commission retain its ability to set the

i

FT

8
38
3

16 terms of excess PPFAC bank balances on a case-by-case basis in order

17 to protect the public.

18

4
5

i
.1

19 Please discuss the third shortcoming of the Company's proposed PPFAC.

20 The Company proposed PPFAC has no cap limiting the amount by which

21 adjustor can change over an annual-period. This creates the potential for

22 rate shock in a period of wildly escalating fuel and purchased power costs.

23 The lack of a cap also exposes the Company's ratepayers to market risks,
8

A.

A.

Q.

Q.

11

3

8

3
28

3
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1 for which the Company is already compensated through its return on

2 equity. While the use of a twelve-month rolling average somewhat

3 tempers the magnitude of annual changes in the PPFAC rate, RUCO does

4 not believe it provides adequate protections to ratepayers from

5 unpredictable markets.

6

7 Has the Commission set caps on other utilities' fuel and purchased power

8 adjustors?

9 Yes. APS has a 4 mil annual cap on its Power Supply Adjustor (PSA).

10 The Commission voted for renewal of this extra protection in APS' recent

11 rate case. Because APS owns power plants to serve most of its load,
4
8

94
Q
if
3

8

12 APS' exposure to fluctuating costs is primarily related to the fuel its

13 generating plants use. The Commission still deemed the extra protection

14 of a cap warranted. UNS Electric will be exposed to potentially greater

15 fluctuations than Aps, given that it must secure its power primarily in the

16 market.

17

18 Please discuss the fourth shortcoming of the Company's proposed

i
§

3

8

3

'E

5
3
L?

4
3

5

8
3

g
i
3

819 PPFAC.

20 The proposed PPFAC provides in large part a blank check for the

21 Company to recover its fuel and purchased power cost, whatever these
5
3

=i
Q
98
122 costs should be. ' The automatic flow-though characteristics of the

23 proposed PPFAC provide no incentive for the Company to control and

A.

A.

Q.

Q.

12

i
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1 contain its fuel and purchased power costs. This is particularly disturbing

2 considering that the Company, at least in the short run, will be exposed

3 nearly 100% to the purchased power markets. It is even more disturbing

4 considering the probability of  related party t ransact ions for the

5 procurement of power.

6

7 What are RUCO's recommendations to remedy the four shortcomings in

8 the Company's proposed PPFAC?

9 RUCO recommends the following modif ications to the Company's

10 proposed PPFAC:

1 1 1) Deny recovery of LOC fees in the PPFAC and limit PPFAC

12 eligible costs to FERC accounts 501, 547, 555, and 565,

13 2) Deny automatic adjustment of the PPFAC when the $10
1

2

to million threshold is reached, and require the Company to

15 instead file an application for recovery/refund of the excess

16 balance for Commission consideration,

17 3) Set a cap of 6 mils per year on the amount the PPFAC can

18 increase. Amounts over the cap would accrue to the bank

19 balance, and

8
5
Si

é

8

3

8
8
8

g

8

8

3

8
3

g20 4) Require a 90/10 sharing between ratepayers and

21 shareholders of anyf13el and purchase power costs that

22 exceed the base cost of fuel and purchased power.

23

A.

Q.

13

35
3

3
8

8
3



Direct Testimony of Marylee Diaz Cortez
Docket No. E-042g4A,05-()7g3

1 With these modifications, does RUCO believe that the dual objective of

2 allowing the Company an opportunity to recover its prudently incurred fuel

3 and purchased power costs and protecting the ratepayer from wide rate

4 swings and poor management decisions is met?

5 Yes. The cap will temper wide rate swings in the event that the twelve-

6 month rolling average by itself cannot. The cap provides an extra

7 protection that I believe is absolutely imperative given the fact that, at least

8 in the short run, the Company will be subject primarily to the market for its

g power supply, Further, requiring Commission approval of recovery of any
8

.I

10 accrued bank balances that exceed the $10 million threshold, rather than

11 automatic flow through, allows the Commission discretion in determining 8

12 the terms and amounts of recovery given the then-current circumstances.

13 Finally, the 90/10 sharing mechanism provides the Company with real

14 motivation to control its power supply costs and make wise and prudent

15 choices in procuring power. These safeguards are imperative for an
4

8

i
3

16 electric distribution company that, at least in the short run, will be virtually

17 totally dependent on purchased power.

18

8
3

3
3
i§
I

3

§
x

?s
jg

3

8
4

8

8

:s

I
3

E

5

A.

Q.

14
4

3
3
4
E
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7
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What aspects of the Company's proposed PPFAC do you disagree with?

PPFAC:

Please discuss the first of the shortcomings of the Company's proposed

RUCO disagrees with the following aspects of the Company-proposed

4)

3)

2)

4)

3)

1)

2)

1)

Automatic instatement of a surcharge or surcredit when the

and

bank balance exceeds the $10 million threshold,

Company to mitigate costs.

The bank threshold will be set at $10 million for both under-

Lack of incentive in the structure of the PPFAC for the

Recovery of Letter of Credit Fees (Loc) through the PPFAC;

No cap on the amount the PPFAC can automatically adjust,

555, 565,

and over-recoveries,

Carrying costs on the bank balance wit! be accrued at LIBOR

plus 1%.

The new PPFAC will be self-adjusting based on a twelve-

month rolling average of fuel and purchased power costs,

PPFAC will include costs from FERC accounts 501, 547,

3

4

8

8

2t PPFAC. 4
3
8

22 The purpose of a PPFAC is to allow the utility to recover fluctuations in its

23 cost of fuel and purchase power. Historically, adjustors of this type have g

10

A.

A.

Q.

Q.

3
a

i
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i i

1 been authorized because foe! and purchased power costs represent a

2 high percentage of a utility's total operating costs, these costs tend to be

3 volatile in nature, and are, in part, beyond the control of management.

4 LOC fees however do not meet any of the above-cited reasons for

5 automatic adjustment and, as such, should be included in the Company's

6 other operating expenses, and not flowed through the PPFAC.

7

8 Please discuss the second shortcoming of the Company's proposed

23
3
3

8
4
*.
3

3

g
1

8
3

83
8

3
8

3
3
5

9 PPFAC.

10 The Company's proposed PPFAC would allow the Company to

1 1 automatically, with no Commission oversight, begin recovering the PPFAC

12 bank balance once it exceeds the $10 million threshold. RUCO believes

8
i
a
:2

3

8

3;

2
a

13 this provision circumvents the Commission's authority to regulate the

14 timing and manner in which excess bank balances are recovered from

15 ratepayers. It is important that the Commission retain its ability to set the

16
I

terms of excess PPFAC bank balances on a case-by-case basis in order

17 to protect the public.

8

. 3

g

3
1

3

g
5

3

2

e

i

3
f

3

5

8
g

18

19 Please discuss the third shortcoming of the Company's proposed PPFAC.
8
§

420 The Company proposed PPFAC has no cap limiting the amount by which 'E

21 adjustor can change over an annual period. This creates the potential for

22 rate shock in a period of wildly escalating fuel and purchased power costs.

3

8
5

3
3
: I

23 The lack of a cap also exposes the Company's ratepayers to market risks, 3

2

A.

A.

Q.

Q.

11
8

4
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1

2

3

$0.01825AcWh was approved in Decision No. 66028 and reflects the fixed energy price

under the PWCG PSA. The PPFAC provides an adjustment mechalnisrn under which UNS

Electric is allowed to pass through to customers purchased power and fuel cost increases

4 and/or savings relative to a base power.supply rate, via a surcharge or credit. The

6

Company's Gllxrent base power supply rate is $0.05l94/kWh and was established in

Decision No. 59951 (January 3, 1997).

7

8

1 0

1 1

1 2

13

The current PPFAC functions in the following manner. The Company's actual fuel and

purchased power costs (excluding demand charges) are charged to a PPFAC Bank

Balance. The sum of the base power supply rate plus any PPFAC rate are multiplied by

energy consumption. The product .of that multiplication, indicating the Company's

recovery of fuel and purchased power costs, is subtracted Horn the PPFAC bank balance.

When the PPFAC bank balance reaches a predetermined threshold, UNS Electric must

1 4

1 5

ma ke  a  filing with the  Commiss ion to propose  a  me thod to re cove r or re turn the  ba nk

ba lance . The  current PPFAC cannot be  changed without Commission approva l.

1 6

1 7 Q~

18

1 9

20

21

Does Staff agree with the Company's proposed new PPFAC?

No. While Staff agrees with some aspects of the Company's proposed changes to the

current PPFAC, the changes proposed by UNS Electric, taken as a whole, would appear to

result in inclusion of additional costs in the PPFAC, such as expenses for credit support,

that have not been demonstrated to possess the characteristics of being material, volatile,

22 and not within the Company's control. Additiona lly,  by re pla c ing provis ions  which

23

24

25

26

9

5

A.

currently require Commission review with automatic rate adjustment provisions, the

Company's proposed new PPFAC could substantially reduce the level of regulatory

scrutiny of purchased power and fUel costs. Such changes would seem to be particularly

inappropriate at a time when the CoMpany is transitioning from a full requirements
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Page 79

1

2

credit support associated with iii el and purchased power procurement and hedging" in the

PPFAC be rejected.

3

4 Q-

5

Please comment regarding the Company's proposal for basing the PPFAC on a 12-

month rolling average cost Of fuel and purchased power, including a "phase in"

6

7

8

9

1 0

1 1

12

period.

This provision is not objectionable in itself, however, the Company's related proposal that

the PPFAC rate changes are implemented automatically is not favored by Staff;

especially at a time when UNS Elec11'ic's fuel and purchased power procurement would be

undergoing significant changes, and may thus be deserving of a higher level of regulatory

scrutiny. Also, the provision for changing PPFAC rates monthly is not favored because

very frequent rate changes could increase customer corLt'usion and cause negative

customer reactions.13

1 4

15 Q-

1 6

17

18

1 9

20

2 1

What is your understanding of why UNS Electric has proposed the use of a rolling

12-month average"

At page 19 of his direct testimony, Mr. DeConcini states that the Company is requesting a

12-month rolling average because it provides a level of price smoothing to customers to

help mitigate extreme price changes that may be only short tem in nature. He also states

that current Purchased Gas Adjuster Mechanisms for UNS Gas and Southwest Gas

Corporation both have a 12-month rolling average auto~adj.usting feature.

22

23 Q-

24

25

26

A.

A.

A.

What concerns were expressed by Staff concerning the use of a rolling average to set

power supply adjustment rates in the recent APS rate case?

In the recent APS rate case, Staff recognized that the Main advantage of a "rolling

average" approach is that it would smooth out the cost discontinuities produced in very
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1

2

3

4

volatile energy markets, and is therefore responsive to the issue of managing volatility.

However, when addressing the rolling average issue in the recent APS case, Staff had two

concerns: (1) that such an approach could actually increase deferrals, and (2) that very

frequent rate changes could increase customer concision and cause negative customer

reactions."5

7 Q- In the APS rate case, did Staff recommend an alternative to the use of a rolling

8

9

average approach?

Yes. In the APS rate case, Staff recommended a Plan of Administration designed to

1 0 provide for the recovery of actual, prudently incurred iilel and purchased power costs,

11 based on three components: (1) a forward component (based on forecast f ile] and

1 2

13

14

15

1 6

purchased power costs), (2) an historical component (which hacks the differences between

actual and recovered costs), and (3) a transition component (which provides for recovery

of  balances arising under the prov isions of  the prev ious power supply recovery

mechanism). The details of Staffs proposal in the APS case are more fully presented in

the Plan of Administration, that I have presented for ease of reference in Attachment RCS-

4.121 7

1 8

1 9 Q- Does SMf suggest that an alternative arrangement for a UNS Electric PPFAC that

20 combined silnnilar elements?

2 1 Yes. While the specific details would need to be tailored to UNS Electric's particular

22 situation, Staff believes that a new PPFAC mechanism for UNS Electric that contains

23 ma ny of the  sa me  e le me nts  in the  ANS  P S A P la n of Adminis tra tion could be  worka ble ,

24 and could provide benefits to UNS Electric and its ratepayers.

6

n See, e.g., Docket No., E-01345A-05-0816, Supplemental Testimony of John Antonuk, at pages 23-24.
12 As noted above in my testimony, this attachment is the most current iteration of the Plant of Administration for the
APS PSA and does not yet reflect or incorporate the Commission's determinations i11 the APS rate case regarding the
90/18 sharing oz the 4 mills per kph annual bandwidth provisions.

A.

A.
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23 August 14, 2007
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l

2

3

4

be come s  s o s ignifica nt a s  to wa rra nt a  furthe r a djus tme nt to the  curre nt P P FAC ra te ,

whe the r tha t be  pos itive  or ne ga tive . But the  e ffe ct of the  modifie d Forwa rd Compone nt

would  be  to  s mooth  ou t the  P P FAC ra te  s ome wha t by e ns uring  tha t the  True -Up

Component does not result in a  larger increase  than necessary.

Q. Does the Company believe that there should be any caps or restrictions in the size or

magnitude of the PPFAC rate?

No. The  Compa ny doe s  not be lie ve  tha t a ny limits  or ca ps  s hould be  put in pla ce . We

be lieve  tha t the  Commiss ion will have  ample  control of the  PPFAC through the  proposa ls

described above . S e tting a rtificia l re s trictions  in this  proce e ding ha mpe rs  the  goa l of

e ns uring time ly re cove ry for the  Compa ny, a nd ma y ha ve  a  ne ga tive  impa ct on the

Compa ny's  a bility to s e cure  fina ncing on a ttra ctive  te rms  a nd conditions , a s  we ll a s  its

ove ra ll creditworthiness . If cos ts  a re  prudent and reasonable , UNS Electric should rece ive

prompt recovery of those  costs .

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

It is  unde rs ta nda ble  tha t the  Commiss ion a pplie d a  ca p to AP S ' P S A a s  AP S  ha s  a  we ll-

e s ta blishe d sys te m cons is ting of s ignifica nt s ta ble  cos t nucle a r a nd coa l fa cilitie s . UNS

Ele ctric, on the  othe r ha nd, is  in the  proce s s  of a cquiring a nd de ve loping its  re s ource

re quire me nts  a nd it would not be  a ppropria te  to force  a  ca p on the  P P FAC ra te  in this

pe riod of flux. A ca p could s e nd a  wrong me s s a ge  to ove r-e mpha s ize  s hort-te rm ra te

s tability a t the  de triment of wha t is  in the  bes t long-te rm inte re s t of our cus tomers . Tha t is ,

putting ca ps  a nd colla rs  for ra te  s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t

ca n ne ga tive ly impa ct both  the  Compa ny -. ma king it a  ris kie r inve s tme nt .- a nd its

customers  - who have  to pay for those  cost defe rra ls  eventua lly.

A.

1 4
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l that automatically adjust

Page 326

If we were -~ let me take your

2 question a different way and say if we were to have some

3 level at which that mechanism wasn't automatic, that it

4 required the Commission to approve it, you know, would

5 we -- are we willing to look at some mechanisms like that?

6 Sure . You know, but again, I think our -- you know, we

7 need as much certainty as we can. This is a small

8 company. Its balance sheet really can't handle a lot of

9 risk just because, again, it's small.

10 Q. Let me

11 A. So I guess to answer, are we -- we would look at

12 it. You know, we don't throw anything out. I think we're

13 always open to different ways of doing things . But, you

14 know, again, we're trying to keep a company that has a

15 very volatile supply resource because it's gas-based

16 financially viable. And, you know, to protect the

17 customers too much in that case is difficult .

18 Q. What assurances under your proposal do customers

19 have that will protect them from escalating fuel costs?

20 A. You know, in the long run I don't know that

21 there's any mechanism that you can put in place to protect

22 customers from rising costs . You're talking about

23 short-term methods, ultimately, to defer costs and to move

24 them into different time periods

25 So maybe it's semantics, but over the long term I
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1

2

Q.

3

4

Is  UNS  Ele ctric propos ing to re cove r broke r's  fe e s , cre dit cos ts , a nd le ga l fe e s

through the PPFAC?

Yes. The Company has not incurred these costs in the past and therefore no such costs are

reflected in any rates filed in this case. These fees are an inevitable and necessary part of

procuring fue l and purchase  power supply for a fte r the  expira tion of the  PWCC full

requirements purchase power agreement. These costs are reasonable for UNS Electric to

incur in order to continue to be a  reliable  electric service provider. Consequently, they

should be recovered.

Q. Is the Company proposing a sharing mechanism as part of the PPFAC?
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A.

A.

No. UNS  Ele c tric  ha s  a mple  ince ntive  to  procure  re lia b le  s ource s  of fue l a nd e ne rgy a t

re a s ona ble  price s , to he dge  a n a ppropria te  a mount of fue l a nd purcha s e d powe r to provide

s ta bility in price , a nd to s e e k to procure  a  s ta ble , re lia ble , a nd a fforda ble  s upply of fue l a nd

purcha s e  powe r. The  Compa ny doe s  not re ce ive  a ny re turn for the s e  cos ts , a nd doe s  not

ha ve  a nything to ga in by not s e e king out the  mos t e conomica l s ource s  of fue l a nd purcha s e

powe r. Furthe r, a  s ha ring me cha nis m le a ve s  the  Compa ny a nd its  cus tome rs  e xpos e d to

the  va ga rie s  o f the  s hort-te rm e ne rgy ma rke ts .  Eve n  if the  Compa ny ma de  a bs o lu te ly

prude nt a nd we ll de s igne d purcha s e s , the  vola tility of the  s hort-te rm e ne rgy ma rke ts  tha t

a re  c omple te ly be yond  the  Compa ny's  c on tro l c ou ld  c a us e  e ithe r the  Compa ny o r its

c u s to m e rs  to  b e a r a n  u n fa ir b u rd e n  o f cos t. In  th e  C o m p a n y's  c a s e  th is  wo u ld  b e

confis ca tory ra te  policy, in the  cus tome rs ' ca s e  this  could le a d to s ignifica ntly highe r ra te s .

The re fore , we  do not be lie ve  a  s ha ring me cha nis m is  a ppropria te  in the  P P FAC a nd would

s trongly oppos e  s uch a  fe a ture .
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1

2

Q.

3

4

What s pec ific  c ircums tances  make  a  s haring mechanis m es pec ia lly inappropria te  for

the  Company?

The  Compa ny is  s hifting from a  full re quire me nts  powe r s upply a gre e me nt to its  own

portfolio of ge ne ra tion a nd contra cts  to se rve  its  loa d. As  such, the  Compa ny ha s  only a

sma ll a mount of e xis ting ge ne ra tion in ra te  ba se  a nd is  re que s ting the  a ddition of BMGS

a s  I dis cus s e d e a rlie r. Eve n with the  BMGS  a ddition, the  Compa ny will ha ve  a  la rge r

re liance  on marke t power prices  for mid- and short-te rm gas  and power requirements  than

other utilitie s  in the  S ta te . While  the  Company has  both a  Resource  Procurement P lan and

a  Fue l and Purchased Power Hedging Policy to address  this , the re  is  invariably an amount

of re ma ining e ne rgy price  ris k. To give  a  his torica l pe rs pe ctive  to the  va ria tion in s pot

price s , I ha ve  include d the  P a lo Ve rde  a ve ra ge  monthly price s  for the  la s t 5 ye a rs  in

Exhibit MJ D-5. In a ddition, the  ne xt fe w ye a rs  will like ly bring a dditiona l re s ource s  a nd

contra cts  tha t ca nnot be  fore ca s te d a t th is  point in  time . If a  s ha ring me cha nis m is

ins titute d in this  curre nt e nvironme nt it will introduce  a dditiona l ris k to the  Compa ny for

unde r-recove ry and additiona l risk to our cus tomers  for ove r-payment. This  additiona l risk

can trans la te  ultima te ly to higher cos ts  of power to our cus tomers  through increased credit

costs  from our supplie rs  as  well as  higher debt costs .

Q. How are short-term off-system wholesale revenues treated?

A. Although UNS  Ele ctric doe s  not a nticipa te  s ubs ta ntia l s hort-te rm off-s ys te m whole s a le

revenue , to the  extent they exis t, UNS Electric will credit the  revenues  to the  PPFAC.
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Q- Does the Company's proposed POA demonstrate how all of the PPFAC Components

would be calculated?

Ye s . The  P OA (Exhibit MJ D-3) provide s  a ll the  de ta ils  a s  to how the  P P FAC ope ra te s ,

wha t s pe cific fue l a nd e ne rgy cos ts  would be  include d from s pe cific FERC a ccounts ,

a pplica ble  inte re s t ra te s  to a pply a nd othe r spe cifics  a bout the  UNS  Ele ctric's  propose d

A.

A.

1 6





BEFORE THE ARIZONA CORPORATION COMMISSION

MIKE GLEASON
Chairman

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

KRISTIN K. MAYES
Commissioner

GARY PIERCE
Commissioner

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE FAIR
VALUE OF THE PROPERTIES OF UNS ELECTRIC,
INC. DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA AND
REQUEST FOR APPROVAL OF RELATED.
FINANCING

) DOCKET NO. E-04204A-06-0_83
)
)
)
)
)
)
)
)
>

REDACTED

SURREBUTTAL

TESTIMONY

GF

RALPH c. SMITH

ON BEHALF OF THE

UTILITIES DIVISION STAFF

ARIZONA CORPORATION COMMISSION

AUGUST 24, 2007



S urrebulta l Testimony of Ra lph C. S mith
Docke t No. E-04204A-06-0783
Page 49

1

2

the re fore , it would be  premature  to include  the  90/10 sha ring provis ion tha t was deve loped

for AP S , in the  UNS  Electric P P FAC a t this  time .

Q-

A.

Please describe some of the differences between APS' and UNS Electric's situation

for fuel and purchase power procurement that are believed to be significant with

respect to whether a 90/10sharing mechanism shouldbe imposed.

APS owns a substantial and diversified mix of generation resources, including base load

nuclear and coal units with relatively low and historically stable fuel costs. APS is subject

to fuel cost volatility, primarily through its exposure to natural gas and purchased power

price fluctuations, but not nearly to the degree that UNS Electric would be once its full

requirements contract expires.

Unlike  AP S , which owns substantia l gene ra tion, UNS  Electric has  been dependent upon a

full re quire me nt P urcha s e  P owe r Agre e me nt ("P P A"). Whe n tha t P P A e xpire s , UNS

Electric will have  to acquire  power to se rve  its  load. Because  its  full requirements  P P A is

expiring, the  UNS Electric's  tiu e l and purchase  power costs  a fte r tha t contract expires may

be  s ignificantly diffe rent than they have  been while  tha t PPA was in e ffect.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Thus , unlike  the  AP S  s itua tion, which wa s  more  in the  na ture  of a  continua tion of s imila r

circums ta nce s  in te rms  of tha t utility's  fue l a nd purcha se  powe r procure me nt, the  UNS

Electric s itua tion represents  a  s ignificant change  once  the  full requirements PPA expires.

More ove r,  the re  is  no  indica tion  tha t UNS  Ele c tric  would  ha ve  the  s a m e  de gre e  of

influe nce  a nd control ove r its  fue l a nd purcha se  powe r cos ts  tha t AP S  ma y ha ve  ove r its

powe r cos ts . For UNS  Ele ctric ,  the  powe r cos t in ba s e  ra te s  re fle c ts  the  curre nt full

re quire me nts  P P A. It is  proba bly unre a lis tic  in  UNS  Ele c tric 's  s itua tion  to  ha ve  a n
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1

2

3

4

the re fore , it would be  premature  to include  the  90/10 sharing provision tha t was deve loped

for AP S , in the  UNS  Electric P P FAC a t this  time .

Q- Please describe some of the differences between APS' and UNS Electric's situation

for fuel and purchase power procurement that are believed to be significant with

respect to whether a 90/10 sharing mechanism should be imposed.

A. AP S  owns  a  subs ta ntia l a nd dive rs ifie d mix of ge ne ra tion re source s , including ba se  loa d

nuclea r and coa l units  with re la tive ly low and his torica lly s table  fue l cos ts . AP S  is  subject

to fue l cos t vola tility, prima rily through its  e xposure  to na tura l ga s  a nd purcha se d powe r

price  fluctua tions , but not ne a rly to the  de gre e  tha t UNS  Ele ctric would be  once  its  full

requirements contract expires.

Unlike  AP S , which owns substantia l gene ra tion, UNS  Electric has  been dependent upon a

full re quire me nt P urcha s e  P owe r Agre e me nt ("P P A"). Whe n tha t P P A e xpire s , UNS

Electric will have  to acquire  power to se rve  its  load. Because  its  full requirements  P P A is

expiring, the  UNS Electric's  fue l and purchase  power costs  a fte r tha t contract expires  may

be  s ignificantly diffe rent than they have  been while  tha t PPA was in e ffect.
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Thus , unlike  the  AP S  s itua tion, which wa s  more  in the  na ture  of a  continua tion of s imila r

circums ta nce s  in te rms  of tha t utility's  fue l a nd purcha se  powe r procure me nt, the  UNS

Electric s itua tion represents  a  s ignificant change  once  the  full requirements PPA expires.

24
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More ove r,  the re  is  no  indica tion  tha t UNS  Ele c tric  would  ha ve  the  s a m e  de gre e  of

influe nce  a nd control ove r its  fue l a nd purcha se  powe r cos ts  tha t AP S  ma y ha ve  ove r its

powe r cos ts . For UNS  Ele ctric , the  powe r cos t in ba s e  ra te s  re fle c ts  the  curre nt full

re quire me nts  P P A. It is  proba bly unre a lis tic  in  UNS  Ele c tric 's  s itua tion  to  ha ve  a n
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1

2

3

4

e xpe cta tion tha t the  Compa ny would be  a ble  to ke e p its  fue l a nd purcha se  powe r cos ts

c los e  to  the  powe r cos ts  inc lude d in  its  ba s e  ra te s ,  be ca us e  the  powe r procure m e nt

s itua tion a fte r Ma y 3 l, 2008 for this  utility would be  s ignifica ntly diffe re nt.

It is  proba bly a ls o unre a lis tic  to be lie ve  tha t UNS  Ele ctric  would a ntic ipa te  a  s im ila r

de gre e  of powe r cos t price  s ta bility tha n AP S  would ha ve , s ince  UNS  Ele ctric doe s  not

have  the  base  load nuclea r and coa l gene ra ting units  or othe r gene ra ting a sse ts  tha t AP S

owns . Curre ntly, UNS  Ele ctric owns  ve ry limite d ge ne ra tion.

Consequently, S ta ff be lieves tha t imposing the  APS 90/10 sharing mechanism on the  UNS

Ele ctric  P P FAC a t this  time  a nd unde r s uch circums ta nce s  would be  ina dvis a ble  a nd

unfa ir to UNS Electric and its  ra tepayers .

Q-

A.

Un d er wh a t c ircu ms tan ces  co u ld  a  90/10 s h a rin g  p ro vis io n  in  a  P P FAC b e  u n fa ir to

ra tep ayers ?

Unde r circums ta nce s  whe re  powe r cos ts  ha ve  de cre a se d due  to ge ne ra l powe r ma rke t

conditions , ra tepayers  would not rece ive  the  full amount of cost savings produced by such

ma rke t-re la te d price  de cline s . De priving ra te pa ye rs  of the  full be ne fit of powe r cos t

de cre a se s  tha t we re  outs ide  of the  control of the  utility a nd occur due  to ge ne ra l ma rke t

fluctua tions seems unfa ir and inappropria te .

Q.
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A.

Are  th e re  o th e r rea s o n s  wh y S ta ff d o es  n o t favo r a  s h a rin g  mech an is m a t th is  time

fo r UNS  Ele c tric 's  P P FAC?

Ye s . S ta ff be lie ve s  tha t a n e ffe ctive  ince ntive  would by de finition be  s ome thing tha t

would  m otiva te  the  u tility to  do  s om e th ing  tha t it would  no t o the rwis e  do ,  o r to  do

some thing be tte r. S ta ff does  not be lieve  tha t a  90/10 sha ring provis ion would necessa rily
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1 ha ve  tha t re s ult for UNS  Ele c tric . G ive n UNS  Ele c tric 's  s itua tion,  a  90/10 s ha ring

m e c h a n is m  wo u ld  n o t n e c e s s a rily im p ro v e  th e  u tility's  fu e l a n d  p u rc h a s e  p o we r

procurement decis ions . It could even have  a  de trimenta l re sult on procurement decis ions

by emphasizing short-te rm price  s tability ove r long-te rm lowest cost procurement.

2

3

4

5

Moreove r, crea ting a  sha ring provis ion tha t produces  reward/pena lty amounts  tha t a re  not

dire ctly re la te d to the  utility's  powe r procure m e nt e fforts  doe s  not s e e m  a ppropria te .

Be ca us e  e ne rgy ma rke ts  ca n be  vola tile  a nd price s  ca n cha nge  s ignifica ntly, in UNS

Ele ctric 's  s itua tion, s ha ring re s ults  could be  produce d through uncontrolla ble  m a rke t

fluctua tions , ra the r than a s  a  direct re sult of utility fue l procurement decis ions . Even if the

Com pa ny m a de  fu lly p rude n t a nd  we ll p la nne d  purc ha s e s ,  unde r a  90 /10  s ha ring

provis ion, the  vola tility of e ne rgy ma rke ts  tha t is  be yond the  Compa ny's  control could

ca use  the  Compa ny to a bsorb powe r cos t incre a se s  or ca use  its  cus tome rs  to not fully

receive cost decreases.
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S ta ff is  conce rne d tha t including a n AP S -type  90/10 sha ring provis ion for UNS  Ele ctric's

initia l P P FAC would not improve  upon the  incentive  the  Company a lready ha s  to procure

iii e l and power a t a  rea sonable  cos t, and could like ly re sult in the  seemingly unfa ir re sult

of the  Com pa ny a bs orb ing  cos t inc re a s e s  tha t a re  be yond its  a b ility to  contro l,  o r,

conve rs e ly,  p re ve n ting  ra te pa ye rs  from  fu lly re ce iv ing  the  be ne fits  o f powe r cos t

decreases tha t result from energy marke t fluctua tions, tha t a re  aga in, beyond the  control or

influe nce  of UNS  Ele ctric.

For the  re a sons  de scribe d a bove , S ta ff doe s  not fa vor incorpora ting a n AP S -like  90/10

sha ring provis ion into the  UNS  Electric P P FAC a t this  time .
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2

3

4

5

cos ts  to be  for pe riods  a fte r J une  1, 200895 We  do not know if impos ing a  4 mil a nnua l

ca p would pre ve nt UNS  Ele ctric  from time ly re cove ry of its  fue l a nd purcha s e d powe r

cos ts  a fte r J une  1, 2008 a nd re sult in la rge  de fe rra ls . The  purpose  of a  forwa rd looking

component in the  P P FAC, a s  recognized by the  Commiss ion in Decis ion No. 69663, is  to

ma ke  the  re cove ry of the  utility's  powe r cos ts  time lie r, the re by improving the  Compa ny's

cash flow. An annua l cap se t too low could de fea t tha t objective .

Q. Does Staff recommend an annual cap for the UNS Electric PPFAC?

6

7

8

9

10

A. No, not a t this  time . With re spe ct to whe the r or not a n a nnua l ca p should be  impose d, I

ge ne ra lly a gre e  with the  obse rva tions  ma de  by Mr. De Concini on pa ge  14, line s  16-24 of

his  Rebutta l Testimony:
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"It is  understandable  tha t the  Commission applied a  cap to APS ' PSA as APS  has a
we ll-e s ta blis he d s ys te m  cons is ting of s ignifica nt s ta ble  cos t nucle a r a nd coa l
fa cilitie s . UNS  Ele ctric ,  on the  othe r ha nd, is  in  the  proce s s  of a cquiring a nd
deve loping its  resource  requirements  and it would not be  appropria te  to force  a  cap
on the  P P FAC ra te  in this  pe riod of flux. A ca p could se nd the  wrong me ssa ge  to
ove r-e mpha s ize  s hort-te rm ra te  s ta bility a t the  de trime nt of wha t is  in the  be s t
long-te rm inte re s t of our cus tome rs . Tha t is ,  putting ca ps  a nd colla rs  for ra te
s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t ca n ne ga tive ly impa ct
both the  Company - making it a  riskie r investment - and its  customers  .-. who have
to pay for those  cost de fe rra ls  eventua lly."

24

25

Conse que ntly, S ta ff doe s  not re comme nd impos ing a n a nnua l ca p on the  P P FAC during

wha t Mr. De Concini re fe rs  to a s  "this  pe riod of flux."

15 Information has been requested in Staff data requests set 20, but responses have not yet been received.
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12 had to highlight this for the Commission's attention.

11 produce a rate shock situation,

10 there's certainly the potential for an uncapped PPFAC to

14 you had indicated RUCO had a different proposal .

13

15 aware that RUCO's proposal has a cap of 6 mils.

17

16 your understanding?

20

18 RUCO's proposal,

19 for UNS Electric.

21 just say,

22 6 mils,

23 the 6 mil proposal .

24

25 would be more effective in controlling rate shock than

2 company's projection included a pro section with gas prices

3 at $9 per MMBTU,

1 increase of 18 or 20 percent,

7

4 34.2 percent increase in total rates .

5 extrapolated that out to gas costs at $10.50 per IVIMBTU,

8 and the 47 is probably rate shock.

9 where rate shock would occur,

6 and that would be approximately a 47 percent increase.

Q.

A .

Q.

and the actual variance would be 10 percent under

And certainly somewhere between,

Mr.

And that was going to be my next question.

Would you agree with me that that 10 percent

I don't remember what the exact mils were in

subject to check,

Smith,

and that resulted in approximately a

but the 6 mils is probably much too low

earlier when I star Ted my questioning

78}7l€>9"

that RUCO's proposal is

but -- for example,

I not certain.'m

and that's why we felt we

You know,

And then I also

you know,

exactly

But

Is that

the

You're

the 34

Let's

Page 1392



Page 1393

1 18.3  pe rce nt?

2 A . No . It's not necessarily going to control rate

3 s hock. All it ' s  g o in g  to  d o  is  c re a te  a  p o te n t ia lly  h u g e 8

4 de fe rra l tha t will the n, if it re la te s  to  p rude n tly

5 incurred fuel and purchased power costs, would have to be

6 recove red a t s ome  point from ra tepaye rs  in the  future

7 And a s  we  he a rd  th roughout the  he a ring ,  the

8 company's financial circumstances are such where we

9 wouldn't necessarily want to put them in a situation of

10 having to finance very large amounts of deferred fuel and

1 1  p u rc h a s e d  p o we r c o s ts ,  e s p e c ia lly a t th is  ju n c tu re .

12 Q. Okay .

13 A. S o I pe rs ona lly vie w the  6 mils  a s  be ing too low

14 for this  company. Based on their base forecast, it would go

15 result in a potentially significant deferral 8

16 Q. Under S ta ff's  propos a l, how would any amounts

17 exceeding Staff's cap be ultimately recovered?

18 A. It would ultimately result in being recovered in

19 the true-up component of the PPFAC.

20 Q. And would tha t proce dure  re quire  the  Commis s ion 's

21 participa tion and the  ultimate  approva l of the  Commis s ion?

22 A . I think the Staff proposed plan of administration

23 provides for Commission approval at the option of the 3

24 Commission, and it does provide for review of the costs to

25 make sure they're prudently incurred.
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1

2

be come s  s o s ignifica nt a s  to wa rra nt a  furthe r a djus tme nt to the  curre nt P P FAC ra te ,

whe the r tha t be  pos itive  or ne ga tive . But the  e ffe ct of the  modifie d Forwa rd Compone nt

would  be  to  s mooth  ou t the  P P FAC ra te  s ome wha t by e ns uring  tha t the  True -Up

Component does not result in a  larger increase than necessary.

Q. Does the Company believe that there should be any caps or restrictions in the size or

magnitude of the PPFAC rate?

A. No. The  Compa ny doe s  not be lie ve  tha t a ny limits  or ca ps  s hould be  put in pla ce . We

be lieve  tha t the  Commiss ion will have  ample  control of the  PPFAC through the  proposa ls

described above . S e tting a rtificia l re s trictions  in this  proce e ding ha mpe rs  the  goa l of

e ns uring time ly re cove ry for the  Compa ny, a nd ma y ha ve  a  ne ga tive  impa ct on the

Compa ny's  a bility to s e cure  fina ncing on a ttra ctive  te rms  a nd conditions , a s  we ll a s  its

ove ra ll creditworthiness . If cos ts  a re  prudent and reasonable , UNS Electric should rece ive

prompt recovery of those  costs .

3

4

5

6

7

8

9

10

1 1

12

13

1 4

15

1 6

17

18

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

It is  unde rs ta nda ble  tha t the  Commis s ion a pplie d a  ca p to AP S ' P S A a s  AP S  ha s  a  we ll-

e s ta blis he d s ys te m cons is ting of s ignifica nt s ta ble  cos t nuc le a r a nd coa l fa c ilitie s . UNS

Ele c tric ,  on  the  o the r ha nd , is  in  the  p roce s s  o f a cqu iring  a nd  de ve lop ing  its  re s ource

re quire me nts  a nd  it would  no t be  a ppropria te  to  fo rce  a  ca p  on  the  P P FAC ra te  in  th is

p e rio d  o f flu x. A ca p could  s e nd a  wrong me s s a ge  to  ove r-e mpha s ize  s hort-te rm ra te

s ta bility a t the  de trime nt of wha t is  in the  be s t long-te rm inte re s t of our cus tome rs . Tha t is ,

putting ca ps  a nd colla rs  for ra te  s ta bility in the  s hort-te rm ca n le a d to la rge  de fe rra ls  tha t

c a n  n e g a tive ly im p a c t b o th  th e  Co m p a n y . . .  m a kin g  it a  ris kie r in ve s tm e n t . - a n d  its

cus tome rs  - who ha ve  to pa y for thos e  cos t de fe rra ls  e ve ntua lly.

14



EXHIBFI

- 7UNS ELECTRIC, INC.'S RESPONSES TO
STAFF'S TWENTIETH SET OF DATA REQUESTS

DOCKET NO. E-04204A-06-0783
August 21, 2007

STF 20.20 Refer to Mr. D.eConcini's rebuttal at page 14 concerning caps and
restrictions on the PPFAC.

a.

|

If the Commission included caps or restrictions in UNS Electric's
PPFAC similar to the mechanism in the APS PSAM, would that in
any way impact UNS Electric's forecasts of fuel and purchased
power cost? Lf not, explain fully why not. If so, please identify,
quantify and explain the impact.

If the Commission included caps or restrictions in UNS Electric's
PPFAC similar to themechanism in the APS PSAM, would that in
any way impact UNS Electric's hedging strategy for fuel and
purchased power cost? If not, explain fully why not. lasso, please
identify, quantify and explain the impact.

RESPONSE: a.

b.

Possibly. These costs are solely based on loads, resources and
energy price forecasts. Credit concerns arising from a cap could
increase energy price forecasts.

No. A cap would not impact UNS Electric's fuel and purchased
power hedging strategy. The Company's hedging strategy is
designed to stabilize rates for our customers through mechanistic
forward hedges and a cap would not affect this policy. However,
credit concerns associated witha cap could make execution of the
strategy more difficult or expensive.

RESPONDENT: David Hutchins

WITNESS : Michael DeConcini

b.

.S .2

i
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

a recovery mechanism as possible because these are --

they're pass-through costs on a small company.

So again, are we willing to look at other

options? Are we open to them? Sure, we are. But our

first goal in setting this mechanism, you know, is that it

be as clean as possible in terms of us recovering costs we

incur to supply power on a reasonably timely basis. And,

you know, that is important in the long run, again, to our

customers because it will drive a stronger credit rating,

and, you know, that's really the heart of what we're after

here.

Q- In other words, the Commission should rely on the

company's determination of what prudent fuel costs would

be; correct?

A. I think what we've proposed is, you know, we've

presented mechanisms under which we'll purchase, which the

Commission has every right to comment on or to change. I

think at the end of the day does the Commission have some

oversight? Sure, they do. We would prefer that it not be

open~ended, if possible.

Q. At the end of the day the Commission has some

oversight. Under your proposal, where does the Commission

have oversight? At the end when you do the true-up?

A. Well, the Commission always has the opportunity

to look at things. But they can tell us how this

5,4
as

§

UNS Electric / Rates
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9/11/2007
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8

8
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3

4

5

Page 329

mechanism works initially. You know, they get to set the

And again, are we totally closed to adding some

mechanisms to that? No. But again, I'm starting from

what -- if we're driving for a strong credit rating, which

ultimately we think is in the best interests of customers

6

7

and it's going to help us provide the lowest cost, we need

this mechanism to be as clean as possible. So that's

where w e star t.8

g

10

11

12

13

TheA.14

15

16

17

18

Q- Again, if the price continues to escalate higher

and higher under your proposal, the only way that the

Commission would review that short of the end of the year

would be if the Staff or the Commission themselves bring

the company in; correct?

I guess I'm struggling with the question.

price to the customers wouldn't change until we got to the

end of the 12 months unless we went in and asked for a

change. What the Commission could do about the escalating

costs in the marketplace, if we went in to talk to them, I

Q.

A.

19

20

21

22

23

24

25

have no idea.

What they could do about the rates.

The rates, again, are going to be set for a

12-month period unless we come in and ask for an

emergency. And the emergency we don't have the ability to

put in place, so the Commission has full authority over

that. At the end of the 12 months, to the extent there

UNS Electric / Rates
E-04204A-06-0783

9/11/2007
Vol. II

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
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Page 1418

CROSS-EXAMINATION1

2

3 (BY MR. POZEFSKY) Hi, Mr. Grant. How are you

4

Q.

again?

A. I'm fine. Good morning.5

6

7

8

9

10

Q. As I understand it from what you were saying,

Mr. Grant, did I understand this wrong, that the company

at this point doesn't oppose a cap, just opposes a cap at

this point in time? Or does the company just oppose a cap

I thought I heard you say that

A.

11

12

13

14

15

So we would16

17

18 Q.

Isn't19

20

A.21

in general at all times?

right now the company's position is that it opposes it at

this time.

Okay. Our position is that we would like the

opportunity to fully recover our cash costs of fuel and

purchased power on a timely basis, and I don't believe a

hard price cap accomplishes that objective.

not support a hard price cap at this point in general.

Okay. And the reason is because of the effect --

it would affect the company's ability to finance.

that the main reason that I heard you say?

It affects our ability

22

23

24

Well, it does two things.

to finance through the perception of financial risk that

the company would now be exposed to. And secondly, it

affects the amount that we would potentially have to

finance.25
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what you're saying is you would limit our change in fuel

and purchased power cost recovery pricing to 6 mils in a

year, that's obviously much less than the 1.73 cents per

kilowatt hour recommended by Staff.

Q. Okay. That's a f air analysis. And so from what

I understand, you would prefer, if you had to take one of

the two, the one with the higher cap. Is that what you're

getting to?

A. If I had to choose between the two, Staff's cap

certainly would give us the opportunity to recover more of

our fuel and purchased power costs. However, I have

recommended, you know, that the Commission take into

account our financial situation at the conclusion of this

proceeding, as well as to consider a circuit breaker

mechanism.

Q- And let me ask you, Mr. Grant, your comment that

a cap would affect the ability of the company to finance,

wouldn't that be true of any situation where there's a cap

on a PPFAC such as in the APS case? Isn't it always going

to affect the ability of the company to be able to

finance?

A.

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Yes, but there's varying degrees of impact. If

the cap is set fairly low relative to expected costs, that

would create more concern than if the cap were at or above

the current expectation of market costs.
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1

2

3

4

on e ne rgy. I be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fue l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Eie ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer ca se load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in  lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city"

portion to be  a lloca ted based on average  and peaks  would be  less  than the  50% applicable

to TEP .

Q. Do you desire to amend your allocation approach for Purchased Power?

Given tha t the  UNS Electric sys tem does  have  a  lower load factor than TEP, and less  (as  a

pe rce nta ge ) of the  type  of high loa d fa ctor indus tria l loa d tha t is  found in the  TEP  se rvice

te rritory, I propos e d the  future  us e  of a  purcha s e  powe r a lloca tion fa ctor tha t is  40%

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy. This  fa ctor will a pply to Accounts  555 a nd 565, a nd

re pre s e nts  a  cha nge  in a lloca tion from 100% a ve ra ge  a nd pe a ks , a s  file d. The  40%

"ca pa city", 60% "fue l" a s s umption is  not ba s e d on a  s pe cific s tudy, but is  ins te a d a n

a ttempt to "fine -tune" the  approach presented in my Direct Tes timony.

Q. Does this change affect the base rate fuel component allocation?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Ye s . The  ba se  ra te  fue l compone nt will de cre a se  for re la tive ly lowe r loa d fa ctor cla s se s ,

and increase  for highe r load factor cla sses . The  tota l recove red through the  component is

unaffected. For e xa mple , the  re s ide ntia l compone nt a s  file d wa s  $0.077178. The

recalcula ted number based on the  revised a llocation is  $0.07377l, a  4.4% decrease .

A.

A.

7
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on e ne rgy. I be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fue l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Ele ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer ca se load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city"

portion to be  a lloca ted based on average  and peaks  would be  less  than the  50% applicable

to TEP .

Q- Do you desire to amend your allocation approach for Purchased Power?

A. Given tha t the  UNS Electric sys tem does  have  a  lower load factor than TEP, and less  (as  a

pe rce nta ge ) of the  type  of high loa d fa ctor indus tria l loa d tha t is  found in the  TEP  se rvice

te rritory, I propos e d the  future  us e  of a  purcha s e  powe r a lloca tion fa ctor tha t is  40%

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy. This  fa ctor will a pply to Accounts  555 a nd 565, a nd

re pre s e nts  a  cha nge  in a lloca tion from 100% a ve ra ge  a nd pe a ks , a s  file d. The  40%

60% "fue l" a s s umption is  not ba s e d on a  s pe cific s tudy, but is  ins te a d a n

a ttempt to "fine -tune" the  approach presented in my Direct Tes timony.

"capacity",

Q. Does this change affect the base rate fuel component allocation?
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Yes. The base rate fuel component will decrease for relatively lower load factor classes,

and increase for higher load factor classes. The total recovered through the component is

unaffected. For example, the residential component as filed was $0.077178. The

recalculated number based on the revised allocation is $0.073771, a 4.4% decrease.

A.
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1 Q-

2

Are  th e  c o s ts  o f th is  n e w fa c ility re a s o n a b ly kn o wn  a t th is  tim e ?

Ye s ,  the y a re .  The  tu rnke y c ons truc tion  c on tra c t re c e n tly s igne d  by UE DC is  a  fixe d

p ric e  c o n tra c t to ta lin g  $ 4 6  m illio n . Th e  a d d itio n a l c o s ts  o f p e rm ittin g ,  m a kin g  s ite

im prove m e n ts ,  ob ta in ing  wa te r s upp ly,  c onne c ting  to  a  ne a rby ga s  p ipe line ,  m a king

s ubs ta tion im prove m e nts , providing proje ct s upe rvis ion a nd pa ying inte re s t on borrowe d

funds  during  cons truc tion  a re  e s tim a te d  a t $14  m illion  to  $19  m illion . Be ca us e  the s e

a dditiona l cos ts  a re  not known with ce rta inty, the  Compa ny's  propos e d a djus tme nt to ra te

ba s e  re fle c ts  the  m in im um  cos t e s tim a te  of $60  m illion .  If a c tua l p ro je c t cos ts  e xce e d

this  a m ount,  UNS  Ele c tric  will not s e e k ra te  ba s e  tre a tm e nt of a ny cos t d iffe re nce  until

the  Compa ny's  ne xt ge ne ra l ra te  ca se .

Q. Will UNS  Ele c tr ic  p ro vid e  a d d it io n a l in fo rm a tio n  to  th e  Co m m is s io n  p r io r  to

im p le m e n tin g  th e  p ro p o s e d  ra te  re c la s s ific a tio n ?

Ye s . F o llo win g  th e  p u rc h a s e  o f th e  p ro je c t b y UNS  E le c tric ,  a n d  u p o n  c o m m e rc ia l

o p e ra t io n  o f th e  fa c ility,  th e  C o m p a n y will p ro v id e  th e  C o m m is s io n  with  a  p ro je c t

c om ple tion  re port de ta iling  the  c os t o f c om ple tion  a nd  the  re s u lts  o f p re -c om m e rc ia l

te s ting .  Thirty da ys  a fte r th is  re port ha s  be e n file d ,  or on  J une  1 ,  2008 if the  proje c t is

c o m p le t e d  p r io r  t o  Ma y  l ,  2 0 0 8 ,  t h e  C o m p a n y  wo u ld  t h e n  im p le m e n t  t h e  r a t e

re cla s s ifica tion de scribe d a bove .
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Q. Has UNS Electric considered other alternatives for recognizing the BMGS in rates?

Ye s , we  ha ve .  Howe ve r,  none  of the  a lte rna tive s  e xa m ine d would e na ble  UNS  Ele c tric

to  ra is e  the  ca pita l ne ce s s a ry to  purcha s e  th is  fa c ility. Although  de fe rre d  a ccounting

tre a tm e nt would prote ct the  Com pa ny's  e a rnings  until a  ne w ra te  ca s e  could be  file d a nd

proce s s e d ,  UNS  Ele c tric 's  ca s h  flow would  be  ins uffic ie n t to  s upport a n  a dditiona l $60

m illio n  to  $ 6 5  m illio n  o f c a p ita l d u rin g  th e  c o s t d e fe rra l p e rio d . The  Com pa ny a ls o

c ons ide re d  a s king  fo r a  lowe r a m oun t to  be  p la c e d  in to  ra te  ba s e ,  a nd  de fe rring  the

A.

A.

A.
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1

2

3

4

pos t te s t-ye a r a djus tme nt to ra te  ba se  a nd a  corre sponding re cla ss ifica tion of ra te s  to be

e ffe ctive  J une  1, 2008. The  Dire ct Te s timonie s  of Ke vin  La rs on, Da lla s  Duke s  a nd

Bentley Erdwurm provide  specific de ta il a s  to how the  Company proposes  this  will occur.

Q- Would UNS Electric customers receive the benefits of these new turbines as soon as

they are operational?

A. Yes . Immedia te  bene fits  would be  rea lized a s  a  re sult of avoided purchase s  of whole sa le

ca pa city, tra ns mis s ion whe e ling s e rvice s  a nd ce rta in a ncilla ry s e rvice s . As  dis cus s e d

be low, UNS Ele ctric be lie ve s  tha t the  ca pa city cos t pe r kW a nd the  e ne rgy cos t pe r MWh

of powe r from the  BMGS  will be  le s s  tha n s imila r products  a va ila ble  in the  whole s a le

ma rke t. By re ducing the  cos ts  tha t a re  pa s s e d onto cus tome rs  through the  P P FAC, the

benefits  to cus tomers  would begin accruing upon commercia l opera tion of the  turbines .

Q. Is UNS Electric benefiting from the development of BMGS by UEDC?

Yes. UEDC is  a lre a dy ma king  inve s tme n t in  the  p ro je c t a nd  UNS  E le c tric  is  no t

undertaking any of the  a ssocia ted credit or cash flow risks  a ssocia ted with the  project. The

project a lso mee ts  specific re se rve  and capacity requirements , a s  discussed in more  de ta il

la te r, which enables  the  Company to purchase  more  competitive , s tandard power products

in the  wholesa le  marke t.

Q. What price would UNS Electric pay for the purchase of the BMGS facility from
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UEDC?

UEDC will s e ll the  de ve lope d BMGS  fa cility to UNS  Ele ctric a t cos t. As  e xpla ine d in Mr.

Kevin La rson's  Direct Tes timony, the  cos t be ing reques ted in this  Applica tion is  capped a t

$60 million with a ny a mount a bove  tha t to be  re cove re d in the  Compa ny's  ne xt Ge ne ra l

Rate Case.

A.

A.

9



356



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH~MILLER
KRISTIN K. MAYES
GARY PIERCE

4

5

6

7

8

9

10

11

12

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. E-04204A-06-0783
UNS ELECTRIC, INC. FOR THE )
ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERTIES OF UNS ELECTRIC, INC. )
DEVOTED TO ITS OPERATIONS )
THROUGHOUT THE STATE OF ARIZONA AND )
REQUEST FOR APPROVAL OF RELATED )
FINANCING. )

13

14

15 Rebut tal Test imony of

16

17 Michael J.  DeConcini

18

19 on Be ha lf of
9

20

21 UNS  Ele ctric, Inc.

i t

9
H*r22 I

I

423 August 14, 2007
24 4.*

25

i I



1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

spe cific re lie f re que s te d. Mr. La rson for UNS Ele ctric provide s  subs ta ntia l e vide nce  a s  to

why the  Company's  proposa l makes  good economic sense . Additiona lly, the  Company has

committe d to limit the  purcha s e  price  to the  a ctua l cos t of cons truction tha t UniS ource

Ene rgy De ve lopme nt Corpora tion ("UEDC") -- a n a ffilia te  of UNS  Ele ctric .- incurs . Mos t

importa ntly, UEDC is  de ve loping BMGS  s pe cifica lly for the  ne e ds  of UNS  Ele ctric. The

P a rtie s  ha ve  be e n fre e  a nd a re  s till fre e  to e xplore  a ny conce rns  the y ha ve  - a nd the

e vide nce  UNS  .Ele ctric put forth .- re ga rding the  cos t-ba s e d purcha s e  price  a nd the

e co n o mics  o f UNS  E le c tric  a cq u irin g  BMGS  re la tive  to  a lte rn a tive  p o we r s u p p ly

a rrangements  in this  proceeding. The  Company a lso agrees  to a llow the  Pa rtie s  to review

and eva lua te  the  prudence  of cons truction cos ts  in the  Company's  next ra te  ca se . But no

P a rty a s s e rts  the  $60 million figure  the  Compa ny re que s ts  is  a n ove r e s tima tion  of

cons truction cos ts . Because  the  Company is  limiting its  pos t-te s t-yea r adjus tment reques t

to $60 million in this  ra te  ca s e , a nd be ca us e  this  va lue  re pre s e nts  the  minimum cos t

e s tima te  for BMGS , it is  e xtre me ly unlike ly tha t a  s ubs e que nt cons truction cos t re vie w

would re sult in a  prudent prob e t cos t lower than $60 million.

r

Q,
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Will a short-term PPA, as recommended by RUCO, provide an acceptable solution to

UNS Electric?

No. A short-term PPA is a short-sighted solution. First, there are differences in PPA and

ownership cost structures. PPAs are typically designed with escalators in the capacity

charges so that costs are lower at the beginning but increase over time. On the other hand,

rate base treatment causes the fixed cost recovery to decline over time. Mr. Larson

explained this treatment in his Direct Testimony at pages 13 through 14, and in his Exhibit

KPL-3. If the short-term capacity market is lower than the early year rate-base cost of

BMGS, then the Company would lose this difference with no chance to recover it once

BMGS was put into rates at lower cost a few years later. Conversely, if short-term26

27

A.
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1 Q-

2

3

What ra te  trea tment is  UNS Elec tric  reques ting for the  propos ed peaking fac ility?

The  Company is  requesting a  post-tes t year adjus tment to ra te  base  and a  corresponding

re cla ss ifica tion of ra te s  e ffe ctive  June  l, 2008, or a t a  la te r da te  if comme rcia l ope ra tion

is  de la ye d be yond June  1, 2008. As  discusse d in more  de ta il in the  Dire ct Te s timony of

Micha e l J . De Concin i, the  J une  l, 2008 e ffe ctive  da te  is  tie d  to  the  Ma y 31 , 2008

e xpira tion da te  of UNS  Ele ctric's  full re quire me nts  P owe r S upply Agre e me nt ("P S A")

with P inna cle  We s t Ca pita l Corpora tion ("P WCC"). The  e ffe ct of this  pos t-te s t ye a r

a djus tme nt is  to  a dd a pproxima te ly $10 million to the  Compa ny's  non-file l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba s e  powe r s upply ra te . The  ra tiona le  for re ducing the  ba s e

powe r s upply ra te  is  tha t UNS  Ele ctric, by a cquiring this  fa cility, will be  a ble  to a void

buying up to 90 MW of whole sa le  ma rke t ca pa city, a  la rge  portion of re quire d a ncilla ry

se rvices , and a  s ignificant volume of wholesa le  transmiss ion whee ling due  to the  loca tion

of this  fa cility. The s e  a voide d cos ts  a re  dis cus s e d in gre a te r de ta il in Mr. De Concini's

Dire ct Te s timony.

Q. Will the proposed rate reclassification be revenue neutral to UNS Electric?
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A. Initia lly ye s . Howe ve r, by moving a pproxima te ly $10 million out of the  ba s e  powe r

supply ra te  and into the  Company's  de live ry cha rge , UNS Electric will have  a  reasonable

opportunity to ea rn a  re turn on this  substantia l investment. Based on the  changes  to UNS

Ele ctric 's  powe r s upply portfolio  a nd the  propos e d P P FAC me cha nis m, the  a ctua l

amount of revenues  to be  collected by the  Company a fte r June  2008 will depend on the

a ctua l cos t of fue l, purcha se d powe r a nd tra nsmiss ion whe e ling se rvice s  purcha se d by

UNS Electric to se rve  its  cus tomers .

A.
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l 1 . INTRODUCTION.

2

Q. Please state your name and address.

Ke vin P . La rs on. My bus ine s s  a ddre s s  is  One  S outh Church Ave nue , Tucs on, Arizona ,

85701.

Q. Are you the same Kevin P. Larson that previously submitted Direct Testimony on

behalf of UNS Electric in this Docket?

A. Yes.

Q- Have you reviewed the Direct Testimony filed by the Commission Staff and other

parties to this rate case?

Yes I have.

Q- On whose behalf are you filing your rebuttal testimony in this proceeding?

My Re butta l Te s timony is  file d on be ha lf of UNS  Ele ctric.

Q. What is the purpose of your rebuttal testimony?

My Re butta l Te s timony is  re la te d to UNS  Ele ctric 's  re que s te d ra te  tre a tme nt of the  Bla ck

Mounta in Ge ne ra ting  S ta tion ("BMGS "). I will offe r re butta l to the  Dire ct Te s tim onie s  of

b o th  Ariz o n a  C o rp o ra tio n  C o m m is s io n  S ta ff ("S ta fF ')  a n d  th e  R e s id e n tia l Utility

Cons um e r Office  ("RUCO").

1 1 . REQUESTED RATE TREATMENT OF BMGS.
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2 7 A.

Please summarize the Company's proposed rate treatment of BMGS.

The  Company is  reques ting a  pos t-te s t-yea r adjus tment to ra te  ba s e  and a  corre s ponding

A.

A.

A.

A.

1



1

2

reclassification of rates effective June l, 2008 - or at a later date if commercial operation

is delayed beyond June l, 2008. The June l, 2008 effective date is tied to the May 31,

2008 expiration date of UNS Electric's full requirements supply agreement with Pinnacle

West Capital Corporation ("PWCC"). The effect of purchasing BMGS is to add

approximately $10 million to the Company's non-fuel revenue requirement, assuming a

$60 million project completion cost. If approved, then starting June 1, 2008 at the

earliest, UNS Electric would increase the average base delivery charge to customers by

approximately 0.6 cents per kph while simultaneously making a corresponding decrease

of 0.6 cents per kph to the base power supply rate. The rationale for reducing the base

power supply rate is that UNS Electric, by acquiring this facility, will avoid buying up to

90 MW of wholesale market capacity, a large portion of required ancillary services, and a

significant volume of wholesale transmission wheeling due to the location of this facility.

111. REBUTTAL TO STAFF.

Q. Have you read Staff's Direct Testimony regarding the proposed rate treatment of

BMGS?

Ye s .

Q- Does Staff agree with UNS Electric's proposal to make a post-test-year adjustment

A.
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fo r BMGS ?

No. S ta ff oppos e s  a  pos t-te s t-ye a r a djus tme nt for BMGS . Ra lph  C. S mith  fo r S ta ff

in his  Dire ct Te s timony on pa ge  89 a t line s  5 through 6 -.. tha t "[one ] of thetestifies

primary deficiencies is that the plant is not expected to be in commercial operation until

May or June 2008." UNS Electric is not requesting its proposed rate treatment for BMGS

until it becomes commercially operational and no sooner than June 1, 2008. This is

because the Company has a full requirements purchased power supply agreement with

A.

2
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1 generation, and Staff is aware of some of the -- and

2 agrees with, I think, the vast majority of the operational

3 benefits cited by the company for this plant. I mean, it

4 seems to be in a good location where there's a load

5 pocket. There's a need for peaking capacity in that area.

6 The fact that the company was able to buy the

7 turbines at a f fairly attractive price certainly is one

8 f actor in favor of going ahead and building it.

9 Q. It is a unique opportunity for UNS Electric

10 potentially, isn't it?

11 A. It seems like it may be a good opportunity for

12 UNS Electric, yes.

13 Q. And Mr. Larson set forth a f fairly detailed

14 analysis of the financial benefits to the company of

15 ownership versus purchasing power in the market, too,

16 didn't he?

17 A. Mr. Larson presented some numbers. I think they

18 were basically estimates

19 Q. And you haven't provided any analysis in your

20 testimony to dispute the financial benefits set forth in

21 Mr. Larson's testimony, have you?

22 A. You know, I really haven't disputed those, but

23 apparently the company itself wasn't totally convinced

24 about the benefits because it's recently gone out with an

25 RFP for peaking power in Mohave County.
< 1

And, you know,
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l the results of that process, which I understand -- I think

2 the results were supposed to be due September 6. I'm not

3 sure if they've been released to anybody yet, but I would §
4 hope that the results of that RFP process would provide

5 some additional information that the company would make

6 available to the par ties, from which we could have a

7 better idea of whether Black Mountain is really the most

8 economic option for UNS Electric.

9 Q. Don't you think it's a prudent and cautious

10 approach to go out and insure you've got peaking capacity

ll on the off chance that Black Mountain is not included in

12 UNS Electric?

13 A. I think -- I'm endorsing the REP process as

14 probably being a good thing, and hopefully it will show

15 the results of that will show what else is out there in

16 the market, and then it will show whether Black Mountain

17 is the most economical . If there's something else out

18 there that someone else is willing to sell the company,

19 that might be a better deal .

20 Q. You indicated Staff understands and recognizes

21 and basically confirms the operational benefits of Black

22 Mountain for UNS Electric?

23 A. It:'s my understanding that Staff is in large

24 agreement that Black Mountain would have operational

25 benefits to the company.

S



ARIZONA CORP ORATION c o m m ls s Io n ' s  RES P ONS E TO
UNS  ELECTRIC, INC.

FIRS T S ET OF DATA REQUES TS  TO S TAFF
DOCKET no . E-04204A-06-0783

Augus t 1, 2007

1.2 Mr. Taylor* for Staff notes - in his Engineering Report (June 15, 2007)
at Page ~11 that was attached to his June 28, 2007 Direct Testimony - that
"UNS Electric is largely dependent on others through contract to provide
power and transmit that power .... " Does Mr. Taylor believe that UNS
Electric owning and operating the Black Mountain Generating Station
("BMGS") can provide enhanced reliability benefits over contracting for
power? If so, please describe in detail those benefits. Can BMGS provide
benefits to UNS Electric, from an engineering perspective, over UNS
Electric purchasing its power?

RES P ONS E: Staff believes that owning and operating the BMGS could provide enhanced
reliability benefits over contracting for power because the generating resource
would be close to the load center. Also, the local generating source would be
utilized to act as a Reliability Must-Run ("RMR") unit in the UNS Electrllc's
("UNS Electric" or "Utility") load pocket, thus improving the import
capability of the system, a plus from an engineering perspective.

RESPONDENT: Pram Bahl

WITNES S : Pram Bahl
(

*Mr. Taylor is no longer with the Commission. Pram Bahl will be adopting Mr. Taylor's
testimony and report in this case. Mr; Bahl has provided the responses to all data requests
dealing with Mr. Taylor's testimony and engineering report in this case.
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ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET NO. E-04204A-06-0783

August 1, 2007

1.3 Does Mr. Taylor for Staff believe that BMGS can provide RMR benefits
and reduce the need for additional transmission in the area? Does Mr.
Taylor believe that BMGS can provide other benefits, ancillary and/or
otherwise, to UNS Electric and its customers? Would BMGS reduce the
need to rely on purchased power and diversify UNS Electric's portfolio?

RESPONSE : Yes, the BMGS would provide RMR and other benefits such as ancillary
services in the Mohave county area encompassing UNS Electrllc's service
territory, and reduce the need for additional transmission in the area and the
need to rely on purchased power only to the extent of the pealing capacity of
the generating plant. Staff believes that BMGS would reduce the need to rely
on purchased power to the extent of UNS Electric's peak load requirements
relative to the unit capacity, and it would be a beneficial addition to UNS
Electric's existing generation portfolio.

RESPONDENT: Pram Bah]

WITNESS: Prey Bah]



ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET NO. E-04204A-06-0783

August 1, 2007

1.4 Does Mr. Taylor for Staff believe that BMGS will be a more efficient
plant in terms of heat efficiency and use of resources such as natural gas
and water?

RESPONSE : UNS Electric has not provided to Staff any speciflcations of the plant in terms
of its heat efficiency, other than the fact that it is a simple cycle combustion
turbine, which is not as efficient as a combined cycle unit.

RESPONDENT: Pram Bahl

WITNES S : Pram Bahl

l
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l
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ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET no. E-04204A-06-0783

August 1, 2007

1.5 Does Mr. Taylor for Staff believe that - given the customer base growth
rates UNS Electric has experienced - additional transmission,
distribution and/or generation facilities will be needed to serve the
continued load growth expected for UNS Electric's service territories ?

RESPONSE : Ye s .

RESPONDENT: Poem Bahl

WITNESS: Pram Bahl

f
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1 procurement process  is  dynamic and tha t both mus t be  adjus ted a s  portfolio deve lopment

e fforts  come  to fruition.2

3

4 Q. Is  UNS Elec tric  s eeking formal approva l of its  Hedging Policy?

Not a t this  time . Aga in, UNS  Ele ctric is  providing this  informa tion to the  Commis s ion to

be  a s  ope n a s  poss ible  a s  to the  Compa ny's  curre nt pla ns  in the se  a re a s . The  Compa ny

welcomes comments  and input from the  Commission and other parties .

UNS  E LE C T R IC ' S  R E Q UE S T E D R AT E  B AS E  T R E AT ME NT  F O R  B LAC K

MO UNTAIN G E NE R ATING  S TATIO N.

Q- What are the benefits of owning generation such as BMGS?

In his  direct te s timony, Mr. La rson describes  the  financia l bene fits  of gene ra tion ownership

including ca s h flow, ca pita l s tructure , fina ncia l ra tings , a ccounting tre a tme nt, re ve nue

re quire me nts , price  s ta bility a nd cre dit re quire me nts . The re  a re  a ls o  nume rous  a nd

substantia l opera tiona l and customer benefits  of owning genera tion such as  BMGS .

Q. Please describe these operational benefits.
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A. The s e  be ne fits  ca n be  put in to  four ca te gorie s ; fle xibility, re lia bility, e fficie ncy, a nd

loca tion, a s  described more  fully be low:

Fle xibility: Owning ge ne ra tion  g ive s  the  u tility the  fu ll ope ra tiona l fle xib ility of the

ge ne ra tor. Th is  include s  the  a b ility to  u tilize  its  ins ta n ta ne ous , loa d  fo llowing  a nd

e me rge ncy dis pa tch ca pa bilitie s  to provide  its  re quire d re s e rve s  a nd a ncilla ry s e rvice s .

Owning a ls o a llows  full, unlimite d, e conomic dis pa tch in  a ny ma rke t to  optimize  the

utility's  portfolio. The re  a re  ra re ly ma rke t products  or P urcha s e d P owe r Agre e me nts

("P P As ") tha t provide  this  le ve l of fle xibility.

A.

A.

7



l

2

3

4

Re lia bility: By owning the  ge ne ra tion, the  utility ha s  full control ove r its  ma inte na nce  a nd

opera tion to insure  its  high s tandards  of re liability and sa fe ty a re  met.

Ejjiciencyz Ha ving the  a bility to build a nd own ge ne ra tion a llows  the  utility to obta in the

exact type  of unit it needs  to mee t its  requirements . In some  ins tances , a  PPA may tit the

utility's  spe cific ne e ds . Howe ve r, the  utility mus t ha ve  the  a bility to compa re  a  P P A to a n

asse t build or purchase  option to ensure  it is  ge tting the  be s t poss ible  ove ra ll va lue  for its

customers  over the  long te rm.

Loca tion: Ha ving  the  a b ility to  build  a nd  own ge ne ra tion  a llows  the  u tility to  s upply

genera tion a t a  loca tion tha t minimizes  transmiss ion costs , and thus  overa ll de livered costs ,

a nd provide s  ne ce s s a ry mus t-run e ne rgy. It furthe r a llows  for choos ing a  loca tion tha t

me e ts  the  utility's  fue l s upply dive rs ity re quire me nts . Aga in, a  P P A ma y fit the  utility's

spe cific ne e ds  in this  re ga rd. Howe ve r, the  utility mus t ha ve  the  a bility to compa re  a  PPA

to an asse t build or purchase  option to ensure  it is  ge tting the  best possible  overa ll va lue  for

its  customers  over the  long te rm.

Will BMGS provide these operational benefits to UNS Electric?

BMGS  provide s  a ll of the s e  owne rs hip be ne fits . In pa rticula r, it provide s : (1) fle xibility

with full, unfe tte re d dispa tch rights  a nd fle xibility; (2) re lia bility with the  Compa ny ha ving

comple te  d is cre tion  a nd contro l ove r ma inte na nce  a nd ope ra tion  of the  fa cility, (3)

e fficie ncy by me e ting the  e xa ct pe a ling ca pa city a nd re s e rve  ne e ds  of UNS  Ele ctric's

s upply portfolio; a nd (4) loca tion be ne fits  by be ing loca te d in UNS  Ele ctric's  loa d a re a

minimizing tra ns mis s ion cos ts  a nd e nha ncing s ys te m re lia bility a nd conne ction to dua l

pipe line  sys tems for fue l supply redundancy.

5
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8

9
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16 Q .

17 A.

18
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25 Q.
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2 7

What type of rate treatment is UNS Electric proposing for BMGS?

UNS Ele ctric is  re que s ting tha t the  BMGS fa cility be  include d in its  ra te  ba se  e ffe ctive  a s

of June  1, 2008 when the  PWCC PSA expire s . Specifica lly, the  Company is  reques ting a

8
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1

2

Q.

3

4

What is the best long-term solution for both the Company and its customers for the

immediate treatment of BMGS?

The best long-term solution for both the Company and its customers is the Company's

recommended rate treatment in this case. UEDC has acquired these turbines at a substantial

discount - as I described on page ll of my Direct Testimony - and is willing to give this

benefit to UNS Electric and its customers in exchange for recognizing diem in rates at the

expiration of the PWCC power agreement. A short-term PPA cannot guarantee this result

and puts both the customer and Company at risk of an Lmknown market-based capacity

charge.

Q- Have either RUCO or Staff raised issue with the benefits of owning this generation as

described in your Direct Testimony?
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A. Ne ithe r pa rty dis pute s  tha t BMGS  will provide  the  ope ra tiona l be ne fits  I de ta ile d in my

Dire ct Te s timony, including:

F le xib ility  to  u s e instantaneous, loa d-following a nd e me rge ncy dispa tch

ca pa bilitie s  to provide  its  re quire d re se rve s  a nd a ncilla ry s e rvice s , a s  we ll a s  the

a bility for full, unlimite d, e conomic dis pa tch to optimize  UNS  Ele ctric's  portfolio.

P P As  s imply do not provide  the  fle xibility for full, unfe tte re d dis pa tch rights  tha t

ownership provides .

Re lia bility by UNS  Ele ctric  fu lly contro lling  its  ma inte na nce  a nd ope ra tion  to

e ns ure  it me e ts  high s ta nda rds  for a de qua cy a nd s a fe ty. Furthe r, the  Compa ny

a voids  ha ving to purcha se  s ignifica nt whole sa le  ca pa city, tra nsmis s ion whe e ling

services  and certa in ancilla ry se rvices .

Efficie ncy through ha ving the  e xa ct type  of unit ne e de d to me e t UNS  Ele ctric's

pa rticula r re quire me nts , a nd ha ving a  be nchma rk to  compa re  future  P P As  to

de te rmine  the  be s t ove ra ll va lue  for the  Company and its  cus tomers . UNS Electric

A.

6



1

2

3

4

would be  a ble  to me e t its  e xa ct pe a king ca pa city a nd re s e rve  ne e ds  through owning

BMG S .

Ha ving  ge ne ra tion  a t a  loca tion  tha t m in im ize s  tra ns m is s ion  cos ts  - a nd  the re by

d e liv e ry c o s ts  -  wh ile  a ls o  p ro v id in g  m u s t-ru n  g e n e ra t io n . BMG S '  lo c a t io n

provide s  a n a dditiona l be ne fit by ha ving ge ne ra tion c los e  to dua l pipe line  s ys te m s ,

the re by giving it fue l re dunda ncy.

Mr. S mith for S ta ff, howe ve r, s ta te s  his  be lie f tha t "s ignifica nt unce rta intie s " s till e xis t

with re spect to the  economics  of BMGS re la tive  to a lte rna tive  power supply a rrangements .

Mr. S mith doe s  not e xpla in wha t the s e  "s ignifica nt unce rta intie s " a re . I find Mr. S mith's

s ta tement confusing and frus tra ting because  I described in my Direct Testimony .- a t pages

1 1  th ro u g h  1 5  . -  h o w BMG S  c o m p a re s  fa vo ra b ly to  a lte ra t ive  p o we r s u p p ly

a rra nge me nts . Now is  the  time  to de cide  whe the r BMGS provide s  a  good fit with UNS

Ele ctric powe r s upply ne e ds . Mr. La rs on a ls o e xpla ins  the  nume rous  re a s ons  why this

pa rticula r fa cility ma ke s  good e conomic se nse  for UNS Ele ctric a nd its  cus tome rs  both in

his  Direct and Rebutta l Tes timonie s . Ins tead of de fe rring this  ques tion to some  future  ra te

case , the  Company urges  the  Commiss ion to cons ide r the  ana lys is  pre sented in this  ca se

and to rule  on the  prudence  of acquiring BMGS in this  proceeding.

111. P URCHAS E D P OWE R AND FUE L ADJ US TME NT CLAUS E .
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Q- Why is  UNS Elec tric  changing the  PPFAC mechanis m it orig ina lly filed  in  th is  cas e?

In his  Dire ct Te s timony, S ta ff witne s s  Mr. S mith indica te d a  pre fe re nce  for a  me cha nism

to be  de ve lope d s imila r to  S ta ff"s  propos e d P S A in  the  re ce ntly re s olve d AP S  ra te

proce e ding (Docke t No. E-01345A-05-0816), with a ppropria te  a djus tme nts  to fit UNS

Ele ctric's  circums ta nce s . Mr. Smith ha d conce rns  a bout UNS Ele ctric's  origina l propose d

mechanism based on its  automatic rolling twe lve-month mechanism.

A.

7
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1 Q.

2 A.

3

4

5

6

Are thes e  turbines  neces s ary to meet UNS Elec tric 's  re ta il load?

Ye s . As  UNS  Ele ctric de ve lops  a  portfolio of re source s  a fte r the  e xpira tion of the  P WCC

contra ct, it mus t a cquire  s ufficie nt re s ource s  to me e t its  loa d, re s e rve , a nd ope ra ting

re lia bility re quire me nts . One  of the  ne ce ssa ry compone nts  of a ny utility's  portfolio is  fully

dispa tchable  genera tion tha t can mee t its  re liability crite ria  with respect to its  obliga tions  as

a  Ba la ncing Authority. The s e  quick s ta rt LM6000 turbine s  would a llow for complia nce

rega rding Rea l Power Ba lancing Control Pe rformance , Dis turbance  Control Pe rformance ,

Fre que ncy Re s pons e  a nd Bia s , Automa tic Ge ne ra tion Control, Ca pa city a nd Ene rgy

Emergencies, and its  obliga tions as a  member of the  Southwest Reserve  Sharing Group.

Where would turbines have to be located to meet this requirement?

In order for turbines  to mee t the  rese rve  requirements , it would be  necessary for them to be

loca te d e ithe r within the  loa d a re a  or outs ide  the  loa d a re a  with firm tra ns mis s ion rights

into the  a rea . All e lse  be ing equa l, the  economics  of turbines  loca ted outs ide  the  load a rea

a re  s ignifica ntly wors e  due  to the  a dde d cos t of tra ns mis s ion a nd los s e s . Additiona lly,

turbine s  loca te d ins ide  the  loa d a re a , like  BMGS , e nha nce  re lia bility by re ducing the

like lihood of tra ns mis s ion  in te rruptions  a nd  re s toring  a nd/or s upplying  loa d  during

tra nsmis s ion continge ncie s a s  we ll a s  p ro vid in g  a n  a lte rn a tive  to ,  o r d e la yin g ,

transmiss ion expans ion in the  fume .

Are there market alternatives to these turbines?
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There  is  not an organized marke t in Arizona  from which rese rves  could be  purchased. The

Ca lifornia  ISO marke t has  a  re se rves  marke t but transmiss ion ava ilability and cos ts  do not

make  this  a  viable  a lte rna tive  for UNS EleCtric.

10
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Q- Are  thes e  turbines  neces s ary to meet UNS Elec tric 's  re ta il load?

Ye s . As  UNS  Ele ctric de ve lops  a  portfolio of re source s  a fte r the  e xpira tion of the  P WCC

contra ct, it mus t a cquire  s ufficie nt re s ource s  to me e t its  loa d, re s e rve , a nd ope ra ting

re lia bility re quire me nts . One  of the  ne ce ssa ry compone nts  of a ny utility's  portfolio is  fully

dispa tchable  genera tion tha t can mee t its  re liability crite ria  with re spect to its  obliga tions  a s

a  Ba la ncing Authority. The s e  quick s ta rt LM6000 turbine s  would a llow for complia nce

rega rding Rea l Power Ba lancing Control Pe rformance , Dis turbance  Control Pe rformance ,

Fre que ncy Re s pons e  a nd Bia s , Automa tic Ge ne ra tion Control, Ca pa city a nd Ene rgy

Emergencies , and its  obliga tions as  a  member of the  Southwest Reserve  Sharing Group.

Where would turbines have to be located to meet this requirement?

In order for turbines  to mee t the  rese rve  requirements , it would be  necessa ry for them to be

loca te d e ithe r within the  loa d a re a  or outs ide  the  loa d a re a  with firm tra ns mis s ion rights

into the  a rea . All e lse  be ing equa l, the  economics  of turbines  loca ted outs ide  the  load a rea

a re  s ignifica ntly wors e  due  to the  a dde d cos t of tra ns mis s ion a nd los s e s . Additiona lly,

turbine s  loca te d ins ide  the  loa d a re a , like  BMGS , e nha nce  re lia bility by re ducing the

like lihood  o f tra ns mis s ion  in te rrup tions  a nd  re s to ring  a rdor s upp lying  loa d  during

tra nsmis s ion continge ncie s a s  we ll a s  p ro vid in g  a n  a lte rn a tive  to ,  o r d e la yin g ,

transmiss ion expansion in the  future .

Q- Are there market alternatives to these turbines?
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There  is  not an organized marke t in Arizona  from which re se rves  could be  purchased. The

Ca lifornia  ISO marke t has  a  re se rves  marke t but transmiss ion ava ilability and cos ts  do not

make  this  a  viable  a lte rna tive  for UNS Electric.
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1

2

3

4

Q- Why do you dis agree  with  RUCO's  pos ition?

The  Compa ny is  propos ing unique  tre a tme nt for BMGS  be ca us e  the  Compa ny is  in a

unique  s itua tion to a cquire  a  90-me ga wa tt fa cility tha t ca n s ignifica ntly improve  its  powe r

portfo lio  a t a  time  whe n  it ne e ds  to  re p la ce  the  e xp iring  P WCC fu ll re qu ire me n ts

purcha s e d powe r a gre e me nt. Ta king a dva nta ge  of this  opportunity re quire s  a  cre a tive

a pproa ch s o  tha t the  Compa ny a nd cus tome rs  ca n  be ne fit ove r the  long-te rm. It is

importa nt to note  tha t UNS  Ele ctric is  e s se ntia lly s ta rting from scra tch to build a  portfolio

of contracts  and genera ting asse ts  to supply its  load and tha t BMGS is  a  key component in

this  pla n. But RUCO se e ms  willing to dismis s  this  opportunity due  sole ly to pa s t pra ctice

founded in comple te ly diffe rent circumstances . Mr. La rson discusses  the  financia l bene fits

to UNS Electric if its  proposa l rega rding BMGS is  approved, a s  we ll a s  counte ring some  of

RUCO's  a rgume nts . I would like  to furthe r a ddre s s  RUCO's  prude nce  conce rns  a nd

re la ted party concerns.

What are RUCO's prudence and related party concerns?

Ms. Dia z Corte z -. in he r Dire ct Te s timony on pa ge  7 a t line s  13 though 16 - s ta te s  tha t

"[furthe r, the  propos e d tra ns a ction is  a  re la te d pa rty tra ns a ction which re quire s  a  high

le ve l of scrutiny to insure  the re  a re  no re la te d pa rty a buse s , a nd tha t it is  e quiva le nt to a

transaction tha t would happen a t an a rm's  length." La te r in he r Direct Tes timony, a t page

8 a t line s  8  through 10 , Ms . Dia z Corte z s ta te s  "[furthe r, RUCO ha s  conce rns  tha t

premature  ra te  base  approva l of this  proposed asse t might a ffect any future  de te rmina tion

of prude nce ."

Q.

5

6

7

8

9

10

11

12

13

14

15 Q.

16 A.

17

18

19

20

21

22

23

24

25

26

27

A.

Why are thes e mis placed concerns ?

This  case  is  the  correct time  and place  to both de te rmine  the  economic prudence  of BMGS

and a llay any conce rns  re la ting to re la ted pa rty transactions  because  the  Company mus t

ha ve  the  a bility to a cquire  BMGS. It ca nnot do so without the  Commiss ion a pproving the

A.

3
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1 Q. Are these turbines necessary to meet UNS Electric's retail load?

2 Yes. As UNS Electric develops a portfolio of resources after the expiration of the PWCC

3 contract, it mus t a cquire  s ufficie nt re s ource s

4

5

6

to me e t its  loa d, re s e rve , a nd ope ra ting

re lia bility re quire me nts . One  of the  ne ce ssa ry compone nts  of a ny utility's  portfolio is  fully

dispa tchable  genera tion tha t can mee t its  re liability crite ria  with re spect to its  obliga tions  as

a  Ba la ncing Authority. The s e  quick s ta rt LM6000 turbine s  would a llow for complia nce

7

8

rega rding Rea l Power Ba lancing Control Pe rformance , Dis turbance  Control Pe rformance ,

Fre que ncy Re s pons e  a nd Bia s , Automa tic Ge ne ra tion Control, Ca pa city a nd Ene rgy

Emergencies, and its  obliga tions as  a  member of the  Southwest Reserve  Sharing Group.9

10

11 Q. Where would turbines have to be located to meet this requirement?

1 2 In order for turbines  to mee t the  rese rve  requirements , it would be  necessary for them to be

loca te d e ithe r within the  loa d a re a  or outs ide  the  loa d a re a  with firm tra ns mis s ion rights

into the  a rea . All e lse  be ing equa l, the  economics  of turbines  loca ted outs ide  the  load a rea

1 3

1 4

1 5

1 6

1 7

a re  s ignifica ntly wors e  due  to the  a dde d cos t of tra ns mis s ion a nd los s e s . Additiona lly,

turbine s  loca te d ins ide  the  loa d area, like  BMGS , e nha nce  re lia bility by re ducing the

like lihood of tra ns mis s ion  in te rruptions  a nd  re s toring  a nd/or s upplying  loa d  during

a s  we ll a s  p ro vid in g  a n  a lte rn a tive  to ,  o r d e la yin g ,tra nsmis s ion continge ncie s

transmission expansion in the  future .

Q. Are there market alternatives to these turbines?

18

19

2 0

2 1

2 2

23

2 4

A. There  is  not an organized marke t in Arizona  from which rese rves  could be  purchased. The

Ca lifornia  ISO marke t has  a  re se rves  marke t but transmiss ion ava ilability and cos ts  do not

make  this  a  viable  a lte rna tive  for UNS Electric.

25

2 6

2 7

A.

A.

1 0
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5

6

Page 382

last 10 years. I think, you know, Arizona and the region

hear numbers in the range of 9,000 megawatts.

Of that 9,000 megawatts, the only megawatts I

know of that were built for the competitive market that

are peaking resources was the Sundance f facility, which is

450 megawatts. So that's, what, maybe 5 percent of the

7 total.

8

9

10

11

12

13

14

15

16

17

There isn't -- peaking capacity is not typically

built by market suppliers. There's a variety of reasons

for that. Some of it is -- a lot of it has to do with the

fact that the energy outtake tends to be so low on them,

so it's a very capacity driven product. It's also tends

to be location specific because it's so capacity driven.

If you add incremental wheeling costs to the cost of a

facility, it will significantly drive up your cost

relative to alternatives, plus you get loss benefits from

the local.

18 So we tend to have seen that most utilities are

kind of owning their peaking f facilities, even if they're

buying the rest of their power from the market, just

because the market doesn't seem to reasonably supply

peaking facilities.

Q.

19

20

21

22

23

24

25

Now, you would agree with me that one of the

primary problems we're facing here with respect to the

Black Mountain generating station is the fact that it's
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1 Q. Do the revenue requirements for owned generation differ from the revenue

2

3

4

5

6

7

8

requirements for purchased power contracts and long-term lease agreements?

Yes. Typically the rate base treatment of owned generation results in a higher revenue

requirement during the early years of a generating facility's useful life. Over time,

however, the cumulative effects of depreciation expense and deferred income taxes on

rate base will reduce the Company's revenue requirement for owned generating capacity,

thus creating a cost advantage relative to a long-term purchased power contract or lease

agreement. The example cited earlier for a 90 MW peaking facility can be used to

illustrate this point.9

10

11

12

1 3

1 4

1 5

1 6

1 7

18

19

2 0

As  se e n on Exhibit KPL-1, the  proje cte d non-fue l re ve nue  re quire me nt for a  $60 million

pe ddng fa cility de cre a se s  from a pproxima te ly $10 million in 2009 to $8 million in 2018.

S ubs e que nt ye a r re ve nue  re quire me nts  a ls o de cre a s e  ove r time  due  to  continue d

de pre cia tion of the  initia l $60 million inve s tme nt. In contra s t, the  de ma nd cha rge s  or

le a se  pa yme nts  for a  s imila r pe a king fa cility ca n be  le ve lize d or e ve n ba ck-e nd loa de d

ove r time . This  de fe rra l of ca pita l re cove ry ca n cre a te  a  short-te rm cos t a dva nta ge  for

purchased power or le a s ing in the  ea rly yea rs  of plant ope ra tion. Howeve r, a  cross -ove r

point is  eventua lly reached where  the  revenue  requirement a ssocia ted with ownership is

lowe r tha n the  cos t of pa ying de ma nd cha rge s  or le a s e  pa yme nts  on a  compa ra ble

ge ne ra ting fa cility.

2 1

2 2

23

2 4

Exhibit KPL-3 provides  a  comparison of the  non-fue l revenue  requirements  for a  90 MW

pe a king fa cility with a  purcha se d powe r contra ct ha ving a n initia l de ma nd cha rge  of $7

pe r kW pe r month  a nd  e s ca la ting  a t 2% pe r ye a r. As  ma y be  s e e n, the  re ve nue

25 re quire me nts  a s s ocia te d with owne rs hip de cline over time , whe re a s  the  cos t of the

26 purcha s e d powe r contra ct incre a s e s  ove r time . This  a s s ume d e s ca la tion re fle cts  a n

27

A.

expected increa se  in whole sa le  capacity cos ts  ove r time , a s  we ll a s  the  need to procure
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1 Q. Do the revenue requirements for owned generation differ from the revenue

2

3

4

5

6

7

8

requirements  for purchas ed power contrac ts  and long-term leas e  agreements ?

Ye s . Typica lly the  ra te  ba se  tre a tme nt of owne d ge ne ra tion re sults  in a  highe r re ve nue

re quire me nt during the  e a rly ye a rs  of a  ge ne ra ting fa cility's  us e ful life . Ove r time ,

howe ve r, the  cumula tive  e ffe cts  of de pre cia tion e xpe nse  a nd de fe rre d income  ta xe s  on

ra te  base  will reduce  the  Company's  revenue  requirement for owned genera ting capacity,

thus  crea ting a  cos t advantage  re la tive  to a  long-te rm purchased power contract or lease

agreement. The  e xa mple  cite d e a rlie r for a  90 MW pe a king fa cility ca n be  us e d to

illus tra te  this  point.9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

As se e n on Exhibit KPL-1, the  proje cte d non-fue l re ve nue  re quire me nt for a  $60 million

pe a king fa cility de cre a se s  from a pproxima te ly $10 million in 2009 to $8 million in 2018.

S ubs e que nt ye a r re ve nue  re quire me nts  a ls o  de cre a s e  ove r time  due  to  continue d

de pre cia tion of the  initia l $60 million inve s tme nt. In contra s t, the  de ma nd cha rge s  or

le a se  pa yme nts  for a  s imila r pe a king fa cility ca n be  le ve lize d or e ve n ba ck-e nd loa de d

ove r time . This  de fe rra l of ca pita l re cove ry ca n cre a te  a  short-te rm cos t a dva nta ge  for

purchased power or le a s ing in the  ea rly yea rs  of plant ope ra tion. Howeve r, a  cross -ove r

point is  eventua lly reached where  the  revenue  requirement a ssocia ted with ownership is

lowe r tha n the  cos t of pa ying de ma nd cha rge s  or le a s e  pa yme nts  on a  compa ra ble

ge ne ra ting fa cility.20

21

22

23

24

Exhibit KPL-3 provides  a  comparison of the  non-fue l revenue  requirements  for a  90 MW

pe a king fa cility with a  purcha se d powe r contra ct ha ving a n initia l de ma nd cha rge  of $7

As  ma y be  s e e n, the  re ve nue

25

26 purcha s e d powe r contra ct incre a s e s  ove r time .

pe r kW pe r month  a nd  e s ca la ting  a t 2% pe r ye a r.

re quire me nts  a s s ocia te d with owne rs hip de cline  ove r time , whe re a s  the  cos t of the

This  a s s ume d e s ca la tion re fle cts  a n

27 expected increa se  in whole sa le  capacity cos ts  ove r time , a s  we ll a s  the  need to procure

A.

1 3



1

2

3

4

replacement power a t marke t prices  a t the  end of each contract pe riod. In order to ensure

a  va lid comparison with the  ownership scena rio, the  purchased power scena rio a ssumes

tha t full dispa tch rights  for the  peaking capacity a re  conveyed to the  purchaser.

As  illus tra ted in Exhibit KPL-3, the  cross-ove r point when ownership becomes  le ss  cos tly

than a  comparable  purchased power contract is  reached in 2015. Additiona lly, the  cos t of

owne rship is  a pproxima te ly $12 million le s s  tha n the  purcha se d powe r option on a  ne t

present va lue  bas is  when discounted a t a  9.89% cost of ca pita l. If lowe r dis count ra te s

a re  applied, the  ne t present va lue  savings  a ssocia ted with ownership a re  even higher. Of

course , actua l demand cha rges  unde r a  purchased power agreement will va ry by type  of

unit a nd loca tion, a nd will be  he a vily influe nce d by re giona l supply a nd de ma nd fa ctors

over time . However, the  point to be  made  is  tha t ownership of genera tion contributes  to a

s table  and declining non-fue l revenue  requirement re la tive  to purchased power ove r the

long-run.

Q. From a long-term rate perspective, does it make sense for UNS Electric to pursue

ownership of additional generating resources?

A. Yes it does, for the reasons discussed above.

v. R E Q UE S TE D F INANC ING  AUTHO R ITY.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- What financing authority is needed by UNS Electric to purchase the BMGS?

In orde r to fina nce  the  $60 million to $65 million purcha se  price , UNS  Ele ctric will ne e d

to ra is e  a  like  a mount of de bt a nd e quity ca pita l. S pe cifica lly, the  Compa ny is  s e e king

a uthority to is s ue  up to $40 million of ne w de bt s e curitie s , a nd to re ce ive  up to $40

million of a dditiona l e quity contributions  from UNS  Ele ctric's  pa re nt compa ny, ove r a nd

a bove  a ny contributions  tha t could othe rwis e  be  ma de  unde r Commis s ion rule s  a nd

A.

1 4

i
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1 Q- Does Staff provide an economic analysis of UNS Electric's proposed rate treatment

of BMGS?2

3 No. S ta ff s till seems uncerta in whe the r BMGS is  an economica l re source  for UNS Electric

4

5

6

7

a nd its  cus tome rs . Mr. S mith s ta te s  in his  S urre butta l Te s timony on pa ge  67 a t line s  2

through 4 tha t "[i]t is  not known whe the r ha ving UNS  Ele ctric purcha s e  a  pe a king unit

s u ch  a s  BMGS  is  th e  mo s t e co n o mica l a lte rn a tive  to  o b ta in  p o we r fo r th e  s h o rt,

inte rme dia te  or long-te rm."

8

9 Q-

10

11

12

Does Staff provide an economic analysis of owning generation versus acquiring

energy needs through purchased power contracts?

No. However, Mr. Smith states in his Surrebuttal Testimony on page 67 at line 1 that

"Staff recognizes that there can be benefits to a utility owning its own generation."

1 3

14 Q-

15

16

17

18

19

20

21

22

Ha s  th e  Co mp a n y p ro vid e d  a n  e co n o mic  a n a lys is  th a t co mp a re s  o wn e rs h ip  o f

ge ne ra tion ve rs us  a cquiring e ne rgy ne e ds  through purcha s e d powe r contra cts ?

Ye s . Exhibit KP L-3 to  my Dire ct Te s timony provide s  a  compa ris on of the  non-fue l

revenue  requirements  for a  90 MW peaking facility such as  BMGS with a  purchased power

contract. The  revenue  requirements  a ssocia ted with ownership decline  over time , whereas

the  cost of the  purchased power contract increases  over time . Based on the  assumptions  in

my a na lys is , the  cos t of owne rship is  a pproxima te ly $12 million le s s  tha n the  purcha se d

powe r option on a  ne t pre s e nt va lue  ba s is  ove r 30 ye a rs . The  owne rs hip of ge ne ra tion

contribute s  to a  s ta ble  a nd de clining non-fue l re ve nue  re quire me nt re la tive  to purcha se d

23 power over the  long-run.

24

25 Q.

26

Has the Company provided an economic analysis of its proposed rate-making

treatment of BMGS?

27 Ye s . Exhibit KP L-2 to my Dire ct Te s timony s umma rize s  the  proje cte d impa ct of theA.

A.

A.

A.

2
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1

2

3

4

This  pla n provide s  for a  mix of ma rke t powe r purcha s e s , re s ource  a cquis itions , a nd

contra cts  to  provide  the  ne ce s s a ry ca pa city, e ne rgy, a nd  re s e rve s  to  me e t its  loa d

re quire me nts . UNS  Ele ctric is  providing a n ove rvie w of its  P rocure me nt P la n to provide

ba ckground a nd pe rspe ctive  for its  re que s ts  in this  docke t conce rning ra te -ba s ing ne wly-

a cquire d ge ne ra tion a nd a  modifie d  P P FAC. UNS  E le c tric  a ls o  is  p ro vid in g  th is

information to the  Commission to be  as  open as  possible  as  to the  Company's  current plans

in the se  a re a s . The  Compa ny we lcome s  comme nts  a nd input from the  Commiss ion a nd

other parties  so tha t we can continue  to re fine  and update  the  plans as  necessary. However,

UNS Electric is  not reques ting formal approva l of the  Procurement P lan a t this  time .

Q. Please provide an overview of the Procurement Plan.

A. An ove rvie w of the  P la n is  be s t illus tra te d by the  gra ph in Confide ntia l Exhibit MJ D-2.

This  gra phs  shows  UNS  Ele ctric's  pre fe rre d supply pla n s ta rting in 2008 us ing the  ba se

ca s e  a s s umptions  de fine d in UNS  Ele ctric's  inte rna l re s ource  pla n. The  P la n give s  the

de ta ils  a s  to the  procure me nt me thodology a nd time fra me  for a cquiring the  diffe re nt

contra cts  a nd re s ource s . For e xa mple , the  s ta nda rd ma rke t purcha s e s  a re  comple te d

through a  s e rie s  of RFP 's  tha t be ga n  in  2005. The  P la n  a ls o  a ddre s s e s  cre d it a nd

a ccounting cons ide ra tions  for diffe re nt products  a nd supplie s . Fina lly, the  P la n ma ke s  it

clear tha t there  are  numerous variables  tha t may change  and require  the  plan be  adjusted to

compensate  for the change.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Have any contracts and/or resources shown in Exhibit MJD-2 been procured?

Ye s . The  ne w LM2500 20 MW combus tion turbine  in S a nta  Cruz County wa s  comple te d

and placed into commercia l ope ra tion in June , 2006. The  Direct Tes timony of Edmund A.

Beck provides  more  de ta il on this  gene ra tion re source . UNS Electric is  reques ting tha t the

ne w turbine  be  include d in ra te  ba s e . UNS  Ele ctric ha s  a ls o e nte re d into 100 MW of

powe r s upply contra cts  s ta rting J une  l, 2008 for on-pe a k a nd ba s e  loa d powe r. The s e

A.

4
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1 Q.

2

3

4

5

6

7

8

9

10

11

Are there  other financia l benefits  as s oc ia ted with owning genera tion?

Yes , the re  a re . Ownership of gene ra tion reduces  a  utility's  re liance  on purchased power

and long-te rm lease  agreements . The s e  a lte rna tive s  to owne rs hip ha ve  ve ry s pe cific

credit and financia l a ccounting implica tions  tha t can nega tive ly a ffect the  credit profile  of

a  u tility. If a  u tility re lie s  too  he a vily on  purcha s e d  powe r a nd  long-te rm le a s e

agreements , a  capita l s tructure  with a  highe r pe rcentage  of equity capita l would have  to

be  e s ta blis he d in orde r to ma inta in the  s a me  cre dit ra tings . Ove r the  long-run, s uch a

s hift in ca pita l s tructure  would re s ult in a  highe r cos t for tra ns mis s ion a nd dis tribution

se rvice . As  a  cons e que nce , ma ny utilitie s  pre fe r to ha ve  a  portfolio of s upply-s ide

resources  consis ting of both owned genera tion and purchased power agreements . Tha t is

e xa ctly wha t we  a re  trying to a chie ve  by ha ving UNS  Ele ctric own BMGS . But to do so,

we  must have  time ly ra te  recognition of tha t facility when it becomes  ope ra tiona l in June

2008.

Q~ Please explain the credit and financial accounting implications associated with

purchased power and long-term lease agreements.

12

13

14

15

16

17 A.

18

19

20

21

Purcha se d powe r a gre e me nts  ca n a ffe ct a  utility's  cre dit ne e ds  a nd fina ncia l profile  in a

va rie ty of wa ys . Fixe d price  purcha s e d powe r a gre e me nts  typica lly conta in ma rgin or

colla te ra l pos ting re quire me nts  tha t a re  tie d to the  ma rke t va lue  of the  contra ct a nd the

cre dit limit a s s igne d to a  pa rticula r counte rpa rty. For e xa mple , if UNS  Ele ctric we re  to

ente r into a  fixed price  purchased power contract, and wholesa le  e lectricity prices  were  to

22 fa ll, the  ma rke t va lue  of tha t contra ct to the  se lle r would incre a se . If the  ma rke t va lue  of

23

24

25

26

27

the  contract we re  to exceed the  credit limit specified by the  se lle r for UNS Electric, UNS

Electric would then e ithe r have  to depos it cash a s  colla te ra l or provide  a  le tte r of credit in

a n a mount e qua l to the  diffe re nce  be twe e n the  ma rke t va lue  of the  contra ct a nd the

s pe cifie d cre dit limit. S ince  UNS  Ele ctric is  a  re la tive ly s ma ll compa ny with no cre dit

ra tings  a s s igne d by the  ma jor ra ting a ge ncie s , the  colla te ra l re quire me nts  for UNS

A.

11
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1 Q-

2

3

Wh a t ra te  t re a tm e n t is  UNS  Ele c tric  re q u e s t in g  fo r th e  p ro p o s e d  p e a kin g  fa c ility?

The  Compa ny is  re que s ting a  pos t-te s t ye a r a djus tme nt to ra te  ba s e  a nd a  corre s ponding

re cla s s ifica tion of ra te s  e ffe ctive  J a me  1, 2008, or a t a  la te r da te  if comme rcia l ope ra tion

is  de la ye d be yond J une  1 ,  2008. As  dis cus s e d in  m ore  de ta il in  the  Dire c t Te s tim ony of

Mic h a e l J .  De C o n c in i,  th e  J u n e  1 ,  2 0 0 8  e ffe c t iv e  d a te  is  t ie d  to  th e  Ma y 3 1 ,  2 0 0 8

e xp ira tion  da te  o f UNS  E le c tric 's  fu ll re qu ire m e n ts  P owe r S upp ly Agre e m e nt ("P S A")

with  P inna c le  W e s t Ca p ita l Corpo ra tion  ("P W CC"). The  e ffe c t o f th is  pos t-te s t ye a r

a d ju s tm e n t is  to  a d d  a p p ro xim a te ly $ 1 0  m illio n  to  th e  C o m p a n y's  n o n -fu e l re v e n u e

re quire m e nt,  a s s um ing  a  $60  m illion  pro je c t com ple tion  cos t.  O n  the  e ffe c tive  da te  o f

th is  a d ju s tm e n t,  UNS  E le c tric  wo u ld  in c re a s e  th e  a v e ra g e  b a s e  d e liv e ry c h a rg e  to

cus tom e rs  by a pproxim a te ly 0 .6  ce nts  pe r kph,  a nd  m a ke  a  corre s ponding  de c re a s e  of

0 .6  c e n ts  pe r kph  to  the  ba s e  powe r s upp ly ra te .  The  ra tiona le  fo r re duc ing  the  ba s e

powe r s upp ly ra te  is  tha t UNS  E le c tric ,  by a cqu iring  th is  fa c ility,  will be  a b le  to  a vo id

buying up to  90 MW of whole s a le  m a rke t ca pa c ity,  a  la rge  portion  of re quire d  a nc illa ry

s e rvice s , a nd a  s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to the  loca tion

of th is  fa c ility.  The s e  a voide d  cos ts  a re  d is cus s e d  in  gre a te r de ta il in  Mr.  De Conc in i's

Dire c t Te s tim ony.

Will the proposed rate reclassification be revenue neutral to UNS Electric?

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Q .

2 0 A.

21

2 2

2 3

2 4

2 5

26

2 7

Initia lly yes . However, by moving approximate ly $10 million out of the  base  power

supply rate and into die Company's delivery charge, UNS Electric willhave a reasonable

opportunity to earn a return on this substantial investment. Based on the changes to UNS

Electric's  power supply portfolio and the  proposed PPFAC mechanism, the  actua l

amount of revenues to be collected by the Company after June 2008 will depend on the

actual cost of fuel, purchased power and transmission wheeling services purchased by

UNS Electric to serve its customers.

A.

3
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1

2

3

Additiona lly, it is  a s sume d tha t the  fa cility is  de pre cia te d for book purpose s  ove r a  40-

ye a r pe riod a nd is  fina nce d with the  s a me  mix a nd cos t of ca pita l a s  re fle cte d in UNS

Electric's  ra te  reques t.

4

5

6

7

8

E xh ib it KP L-l p ro vid e s  a  s u mma ry c a lc u la tio n  o f th e  a n n u a l n o n -fu e l re ve n u e

re quire me nt re s ulting from ra te  ba s e  tre a tme nt of the  fa cility. S ince  it is  a s s ume d tha t

fue l cos ts  a re  passed on to cus tomers  in the  same  pe riod fue l cos ts  a re  incurred, no fue l

e xpe ns e  or re la te d powe r s upply re ve nue s  a re  include d in this  e xhibit. Exhibit KP L-2

9

10

11

12

s umma rize s  the  proje cte d impa ct of the  ge ne ra ting fa cility on the  utility's  income  a nd

ca s h flow. P a ge  1 of this  e xhibit a s s ume s  tha t the  fa cility is  pla ce d into ra te  ba s e

immedia te ly upon commercia l ope ra tion, while  page  2 a ssumes  tha t no non-fue l revenue

requirements are  passed on to customers until 2011.

1 3

14

15

16

17

18

19

20

21

22

23

24

25

26

As seen on the  summary graphs  on pages  3 a rid 4 of Exhibit KPL-2, ope ra ting cash flow

and ne t income  a re  pos itive ly impacted if a ll or most of the  non-fue l revenue  requirement

is  re fle cte d in ra te s  a t the  time  of comme rcia l ope ra tion. The  firs t full ye a r of ope ra tion

a dds  a pproxima te ly $6 million to  utility ope ra ting ca s h flows  a nd a pproxima te ly $3

million to ne t income . Howe ve r, if ra te s  a re  not a djus te d on a  time ly ba s is , no ma te ria l

change  in opera ting cash flow occurs  despite  having an additiona l $60 million of debt and

e quity ca pita l. The  firs t lu ll ye a r re duction  to  ne t income  unde r th is  s ce na rio  is

a pproxima te ly $3 million. For a  compa ny the s ize of UNS Electric, which has  forecas ted

ne t income  of only $7 million pe r ye a r, it is  obvious  tha t time ly ra te  re cognition is  a

ma tte r of grea t importance . It is  a lso readily appa rent tha t ra te  ba se  trea tment of owned

ge ne ra tion would provide  UNS  Ele ctric with a  s ignifica nt source  of inte rna lly ge ne ra te d

fu n d s  th a t wo u ld  imp ro ve  th e  Co mp a n y's  c re d it p ro file  a n d  its  a b ility to  fu n d

transmiss ion and dis tribution projects .

27

1 0
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1

2

Q- What ra te  trea tment is  UNS Elec tric  reques ting  for the  propos ed peaking fac ility?

The  Company is  requesting a  post-te s t yea r adjus tment to ra te  base  and a  corresponding

re cla s s ifica tion of ra te s  e ffe ctive  June  l, 2008, or a t a  la te r da te  if comme rcia l ope ra tion

is  de la ye d be yond June  1, 2008. As  discusse d in more  de ta il in the  Dire ct Te s timony of

Micha e l J . De Concini, the  J une  1 , 2008 e ffe ctive  da te  is  tie d  to  the  Ma y 31, 2008

e xpira tion da te  of UNS  Ele ctric's  full re quire me nts  P owe r S upply Agre e me nt ("P S A")

with P inna cle  We s t Ca pita l Corpora tion ("P WCC"). The  e ffe ct of this  pos t-te s t ye a r

a djus tme nt is  to  a dd a pproxima te ly $10 million to  the  Compa ny's  non-fue l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba s e  powe r s upply ra te . The  ra tiona le  for re ducing the  ba s e

powe r s upply ra te  is  tha t UNS  Ele ctric, by a cquiring this  fa cility, will be  a ble  to a void

buying up to 90 MW of whole sa le  ma rke t ca pa city, a  la rge  portion of re quire d a ncilla ry

se rvices , and a  s ignificant volume  of wholesa le  transmiss ion whee ling due  to the  loca tion

of this  fa cility. The s e  a voide d cos ts  a re  dis cus s e d in gre a te r de ta il in Mr. De Concini's

Dire ct Te s timony.

Will the proposed rate reclassification be revenue neutral to UNS Electric?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Q.

20 A.

21

22

23

24

25

26

27

Initia lly ye s . Howe ve r, by moving a pproxima te ly $10 million out of the  ba s e  powe r

supply ra te  and into the  Company's  de live ry cha rge , UNS Electric will have  a  reasonable

opportunity to ea rn a  re turn on this  substantia l investment. Based on the  changes  to UNS

Ele ctric 's  powe r s upply portfo lio  a nd the  propos e d P P FAC me cha nis m, the  a ctua l

amount of revenues  to be  collected by the  Company a fte r June  2008 will depend on the

a ctua l cos t of fue l, purcha se d powe r a nd tra nsmiss ion whe e ling se rvice s  purcha se d by

UNS Electric to se rve  its  cus tomers .

A.

3
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Page 1231

1 A. No, it doesn't. I mean, the concern is -- I

2 mean, I realize that it wouldn't go into rate base unless

3 UNS Electric owns it. That's not really the crux of the

4 concern. I think the crux of the concern is what is

5 better for ratepayers. Is it better for UNS Electric to

6 own this, or is it better for them to buy the power from

7 it?

8 Q. All right. You understand that the company is

9 also proposing that no more than $60 million of the cost

10 of Black Mountain would be added to rate base in this

ll case; correct°

12 The company is proposing that $60 million would

13 be added to rate base in this case, and then it would come

A.

14 back for whatever additional amount the actual cost

15 exceeded that in its next rate case .

16 Q. Right. And any amount over 60 million would be

17 sought in the next rate case, not this rate case. I think

18 that's what you just said; right?

19 A. That's my understanding of what the company is

20 proposing, yes.

21 Q. And you have not asserted anywhere in your

22 testimony that Black Mountain would cost less than

23 $60 million, have you?

24 A. No.

25 Q. And you have no reason to dispute the sworn



10

12

11 base is approximately $130 million; right?

13

14 UniSource Energy Development Corporation, which is

15 currently constructing the plant, UNS Electric would not

16 be able to recover the cost of Black Mountain until its

20 included until they're somehow recognized in the

17 included in rate base; correct .

21 ratemaking process

19 costs through the PPFAC.

23 could immediately begin to recover non-fuel costs and

22

18

24 receive demand charges as soon as it was operational;

25 correct?

2 least $60 million, do you?

7 investment for a company the size of UNS Electric, don't

Page 1232

1 testimony in this docket that Black Mountain will cost at

3

8 you?

4 would cost at least 60 million as stated in their

5 testimony.

9

6

A.

A.

A.

Q.

Q.

A.

Q.

Q.

All right.

Yes, I do.

You understand that $60 million is a large

Well, it would start recovering the fuel related

Par ticularly considering its original cost rate

It's a significant impact on rate base.

I don't dispute the company's estimates that it

Right. But UEDC, the development corporation,

And you also understand that unlike

The plant costs would not be

. 4 3 l $ l i 5 : < 8 i

8

in

8
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Page 1236

1 increase the cost of the plant when it's ultimately put

2 into rate base?

3 A. The deferred costs would need to be addressed.

4 And to the extent that there is cost created by the

5 deferral itself, that could result in a higher impact.

6 Q. Are you aware that Mr. Larson testified that a

7 deferral would increase the cost of the plant by

8 approximately $10 million per year for each year of

9 deferral?

10 A. Well, I think he's saying that the revenue

11 requirement impact of $60 million would be about

12 $10 million a year. So it would -- if there was a

13 deferral of $10 million a year, it would basically be

14 approximately the same revenue requirement impact in each

15 year.

16 Q. Would Staff still support the acquisition of

17 Black Mountain if the deferral increased the acquisition

18 cost to UNS Electric to $80 million?

19 A. I can't really speculate about that I think,

20 you know, :Lf the plant became not the most economic

21 option, or the company's proposed way of treating it

22 became not the most economic option, I don't believe that

23 Staff would necessarily want to endorse that.

24 I mean, I think Staff is receptive to the fact

25 that there can be benefits from a utility owning its own



12 UNS Electric, yes.

%

11

10 potentially, isn't it?

13

14 analysis of the financial benefits to the company of

15 ownership versus purchasing power in the market, too,

16 didn't he?

17

18 were basically estimates

20 testimony to dispute the financial benefits set forth in

19

21 Mr. Larson's testimony, have you?

22

23 apparently the company itself wasn't totally convinced

24 about the benefits because it's recently gone out with an

25 RFP for peaking power in Mohave County.

2 agrees with, I think, the vast majority of the operational

3 benefits cited by the company for this plant.

1 generation, and Staff is aware of some of the -- and

7 turbines at a fairly attractive price certainly is one

4 seems to be in a good location where t1'1ere ' s a load

5 pocket.

8 factor in favor of going ahead and building it.

6

9

A.

Q.

Q.

A.

A.

Q.

There's a need for peaking capacity in that area.

The f act that the company was able to buy the

And Mr. Larson set for Rh a f fairly detailed

It is a unique opportunity for UNS Electric

It seems like it may be a good opportunity for

Mr. Larson presented some numbers .

And you haven't provided any analysis in your

You know, I really haven't disputed those, but

e

And, you know,

I think they

I mean, it

Page 1237
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Please describe the turbines that UEDC has purchased.

In October 2006, UEDC agreed to purchase two LM6000 combustion turbines from

Consolidated Edison in New York. These turbines are 2003 vintage Lmits that have never

been placed in service. The purchase price of these units was 25% less than the cost of

purchasing two new LM6000's from the manufacturer, General Electric.

Also, in November 2006, UEDC attended an auction of gas turbines owned by Calpine

Corporation. The s e  turbine s  we re  be ing a uctione d by orde r if the  Unite d S ta te s

Bankruptcy Court, Southern Dis trict of New York. The  price  pa id for s imilar LM6000s

auctioned off was approximately the same price as the ConEd turbines noted above, thus

confirming tha t the  UEDC purchase  price  was  comparable  to the  marke t va lue  and

significantly less  than the  cost of new units  purchased directly from the  manufacturer.

These savings will be passed on to UNS Electric if the Company is allowed to purchase the

BMGS from UEDC.

Have any of the RFP bids provided a view as to the capacity cost for a product

similar to that provided by these turbines?

Ye s . The  Compa ny re ce ive d a  bid for a  tolling a rra nge me nt for two LM6000's  tha t would

be  insta lled in nearly the  same loca tion as BMGS in Kins ma n. A tolling a rra nge me nt is  a n

agreement by which the  buyer, UNS Electric in this  case , purchases  and transports  its  own

ga s  to the  pla nt a nd pa ys  a  ca pa city fe e  for the  use  of the  pla nt. The  buye r a lso typica lly

pays  fees  to cover ope ra tiona l and ma intenance  fees . This  bid was  rece ived in November,

2005.

1 Q.

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16 Q.

17

18

19

20

21

22

23

24

25 Q.

26 A.

27

Is a.tolling arrangement similar to plant ownership?

Yes, from an operational perspective a tolling arrangement can be very similar to plant

ownership if it provides equivalent dispatch flexibility.

A.

11



Q. Did this bid provide this dispatch flexibility?1

2 Yes.

3

4 Q-

A.

What was the capacity price of this bid?

The capacity charge started at $9.88 per kW per month and escalated at roughly 3% for 20

years.

Q- Did the RFP bids provide other products similar to that provided by these turbines?

The  Compa ny ha s  pe rforme d s e ve n compe titive  RFP s  s ince  the  Citize n's  a cquis ition in

2003. While  UNS Electric ha s  specifica lly reques ted peaking re sources  in its  RFPs , it ha s

not re ce ive d a ny bids  from e xis ting fa cilitie s  or sys te ms  tha t would me e t the  quick s ta rt,

fully dispa tcha ble  ca pa bility of the se  turbine s . The re  a re , howe ve r, a  fe w bids  tha t UNS

Electric rece ived in die se l RFP 's  tha t can be  used to deve lop a  proxy for the  capacity cos t

for the se  turbine s . One  such product is  a n On-P e a k Da y Ahe a d ca ll option product with

hea t ra te s  in the  range  tha t we  expect from the BMGS turbine s . An On-P e a k Da y Ahe a d

ca ll option product give s  the  buye r the  right, but not the  obliga tion, to purcha se  the  ne xt

day's  full 16 hour on-peak pe riod of ene rgy a t a  price  de te rmined a s  a  multiple  (hea t ra te )

of a  gas  index.

Q- What was the range of these Day Ahead Call Option bids?

For hea t-ra tes  in the  range  of 9,000 to 11,000, the  Company rece ived bids  in the  $6 to $11

per kW per month depending on bid dura tion and RFP da te .

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

2 2

23

2 4

25

2 6

2 7

Q- What other adjustments would have to be made to these bids to make them more

comparable to the BMGS turbines?

An a djus tme nt mus t be  ma de  for tra nsmis s ion whe e ling cos ts  a nd los se s  for de live ry to

UNS Electric's  te rritory to md<e  them comparable  to the  BMGS turbines . Also, the  ene rgy

A.

A.

A.

A.

1 2



1

2

3

4

from a  da y a he a d ca ll option mus t be  ta ke n for the  e ntire  16 hour pe a k pe riod e ve n if it is

not e conomic  in  a ll pe a k hours . Additiona lly, th is  produc t doe s  not provide  a ny re a l-time

dis pa tch  a b ility or re s e rve s  a s  the  ca ll mus t be  ma de  a  da y in  a dva nce  a nd  the re  is  no

fMhe r ca ll on the  ca pa city for tha t da y or a ny portion the re of. The re  is  va lue  in be ing a ble

to  d is pa tch  the B MGS turb ine s  on  a  re a l-time  ba s is  fo r e ithe r e c onomic  o r re lia b ility

re a s ons  a nd be ing a ble  to count the  turbine s ' re s e rve  va lue .

What is magnitude of the transmission adjustment?

Tra ns mis s ion re s e rva tion cos ts  for whe e ling to  the  Compa ny's  contra c t re ce ipt points  on

We s te rn 's  P a rke r-Da v is  s ys te m  a re  $ 1 .4 3  p e r kW p e r m o n th s .  Wh e e lin g  c o s ts  o n

We s te rn 's  P a rke r-Da vis  s ys te m to the  Compa ny's  loa d a re a  in Kins ma n a re  $1.08 pe r kW

pe r months . The  los s e s  a s s oc ia te d with the s e  two whe e ls  a re  2 .5  pe rce nt a nd 3 pe rce nt,

re s pe c tive ly. De pe nding  on  the  loca tion  of the  b id , one  or both  of the s e  whe e ls  ma y be

neces s a ry.

What is the value of the real-time dispatch?

Based on 2005 real-time pricing data and die expected operating characteristics of the

BMGS turbines the value of the real-time dispatch is approximately $1 per kW per month.

Q. How was this calculated?

5

6

7

8 Q .

9 A.

10

11

12

13

14

15

16 Q .

17 A.

18

19

20

21

22

23

24

25

26

27

A. This  va lue  wa s  ca lcula te d a s  the  diffe re nce  be twe e n the  va lue  of a  dis pa tcha ble  turbine

with  LM6000 ope ra ting cha ra c te ris tic s  a nd the  va lue  of a  da y a he a d ca ll option with  the

s a me  he a t ra te . Ac tua l 2005  Dow J one s  Hourly P a lo  Ve rde  Ind ic e s  we re  us e d  fo r th is

ca lcula tion.

2 Based on APS' Open Access Transmission Tariff rate of $1.43 per kW per month.
3 Based on existing UNS Electric contract rates.

13



6x16 RFP Bids Equivalent Turbine Value ($/kW/mo) RFP Bid
($/kW/mo)

Capacity
Bids

Transmission
Cost

Dispatch
Value

Equivalent
Turbine
Value
Range

LM6000
Bid

$6 to $9 $1.08 to $2.51 $1 $8 to $12 $9.88

1 Q Is this a conservative estimate?

Yes . This  is  a  conse rva tive  e s tima te  for two reasons . Firs t, it was  ca lcula ted us ing

his torica l 2005 da ta  during a  period in which the  market in the  Southwest had ample

capacity. The BMGS facility is  projected to become operational in June, 2008 and it is

expected that there will be less excess capacity in that time and going forward"'. Second

we are ignoring the intrinsic option value of the real-time dispatch ability of the turbines

Both of these would add additional value to the turbines

9 Q What is the value of the non-spinning reserves these turbines provide

Non-spin ancillary service costs from various transmission providers in the Southwest can

be used as an indicative range of the value. These costs are in the $8 to $9 per kW per

month range

14 Q Please summarize the overall value of the BMGS turbines based on the RFP bids and

Reserve Value

The components and totals of these bids and the adjustments are  tabulated below

See the Wester Electricity Coordinating Council 2006 Information Summary available at www.wecc.biz
Non-Spin reserves must be able to provide a resource within 10 minutes. These turbines meet this requirement

Indicative Open Access Transmission Tariff costs for these reserves are $9.36 per kW per month for Public Service of
New Mexico and $8. 16 per kW per month for Salt River Project

14
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Page 310

addendums to it where we've added scope to their contract,

so the number is subject to change if we change their

scope of work. But 47 is a good ballpark number for now.

Q- And does that include -- is that the turbines?

The 47 million, is that what most of that is?

A. You know, the turbines we paid, I think,

$17 million for. So that's 40 percent roughly of that

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

money.

Q. And what is the other 60 percent roughly?

A. Well, there's a lot of different parts in there.

You know, they transported the units for us. They have

done some modifications to bring them up to specifications

of a brand new unit.

I'm not sure this has been asked before, but

these units have never been in service. They were bought

and left in the box for about three to four years before

we bought them.

So it's, you know, transport, and then a lot of

site costs. They're building foundations and ancillary

facilities. I can get you a better itemization. I don't

have one. I don't think we've given one in response to a

data request. But about 40 percent are the hard

facilities. I don't know what -- I would be guessing to

tell you what transport and some of that was. But, you

know, if necessary, we can provide a more itemized showing

UNS Electric / Rates
E-04204A-06-0783

9/11/2007
Vol. II
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Q- Please describe the turbines that UEDC has purchased.

In  Octobe r 2006, UEDC a gre e d to  purcha s e  two LM6000 combus tion turbine s  from

Consolida ted Edison in New York. These  turbine s  a re  2003 vintage  units  tha t have  neve r

be e n pla ce d in s e rvice . The  purcha se  price  of the se  units  wa s  25% le s s  tha n the  cos t of

purchas ing two new LM6000's  from the  manufacture r, Gene ra l Electric.
x

Als o, in Nove mbe r 2006, UEDC a tte nde d a n a uction of ga s  turbine s  owne d by Ca lpine

Corpora tion. These tu rb ine s  we re  be ing  a uc tione d  by o rde r if the  Un ite d  S ta te s

Ba nkruptcy Court, S outhe rn Dis trict of Ne w York. The  price  pa id for s imila r LM6000s

auctioned off was  approxima te ly the  same  price  a s  the  ConEd turbines  noted above , thus

confirming tha t the  UEDC purcha s e  price  wa s  compa ra ble  to  the  ma rke t va lue  a nd

s ignifica ntly le s s  tha n the  cos t of ne w units  purcha s e d dire ctly from the  ma nufa cture r.

These  savings  will be  passed on to UNS Electric if the  Company is  a llowed to purchase  the

BMGS  from UEDC.

Q- Have any of the RFP bids provided a view as to the capacity cost for a product

similar to that provided by these turbines?

Ye s . The  Compa ny re ce ive d a  bid for a  tolling a rra nge me nt for two LM6000's  tha t would

be  insta lled in nearly the  same loca tion as BMGS in Kins ma n. A tolling a rra nge me nt is  a n

agreement by which the  buyer, UNS Electric in this  case , purchases  and transports  its  own

ga s  to the  pla nt a nd pa ys  a  ca pa city fe e  for the  use  of the  pla nt. The  buye r a lso typica lly

pays  fees  to cover ope ra tiona l and ma intenance  fees . This  bid was  rece ived in November,

2005.
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Q- Is a tolling arrangement similar to plant ownership?

A.

A.

A. Ye s , from a n ope ra tiona l pe rs pe ctive  a  tolling a rra nge me nt ca n be  ve ry s imila r to pla nt

owne rship if it provide s  e quiva le nt dispa tch fle xibility.
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loca tion be ne fits  by be ing built in  UNS  Ele ctric 's  loa d a re a  minimizing

transmission costs and enhancing system reliability and connection to dual pipeline

systems for fuel supply redundancy.

Mr. Michael J . DeConcini describes the operating benefits  UNS Electric will receive by

owning BMGS in his Direct and Rebuttal Testimonies.

Q- Does Staff's recommendation that UNS Electric should apply for deferred accounting

treatment for BMGS solve the problems you describe?

No. Deferred accounting treatment would not provide UNS Electric with sufficient cash

flows to support the BMGS' estimated cost of $60 million to $65 million. Given the size

of the BMGS investment relative to UNS Electric's Original Cost Rate Base ("OCRB") of

$141 million, and the looming maturity of a ll $60 million of the  Company's  outstanding

long-term debt in August 2008, the  only rea lis tic option is  to request a  post-tes t-year

adjustment to rate base and corresponding rate reclassification.

Q. Do you have any other concerns about deferred accounting treatment?
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Yes. Staff is  merely recommending that the  Company apply for deferred accounting

treatment. There  is  no assurance , however, tha t UNS Electric's  inves tment will be

approved into ra te  base  in a  future  proceeding. This  means  the  Company s till bears

substantial risk until a decision is rendered about BMGS. The Company cannot take the

risk that BMGS could be found imprudent in UNS Electric's next rate case even though all

the  evidence  shows tha t BMGS is  a  prudent and economica l inves tment. Also, if the

economic benefits of owning BMGS are subject to questioning in a future rate proceeding,

the Company may not be able to book any deferrals for financial reporting purposes even if

an accounting order is granted.

A.

6
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loca tion be ne fits  by be ing built in  UNS  Ele ctric 's  loa d a re a  minimizing

transmission costs and enhancing system reliability and connection to dual pipeline

systems for fuel supply redundancy.

Mr. Michael J . DeConcini describes the operating benefits  UNS Electric will receive by

owning BMGS in his Direct and Rebuttal Testimonies.

Q- Does Staff's recommendation that UNS Electric should apply for deferred accounting

treatment for BMGS solve the problems you describe?

No. Deferred accounting treatment would not provide UNS Electric wide sufficient cash

flows to support the BMGS' estimated cost of $60 million to $65 million. Given the size

of the BMGS investment relative to UNS Electric's Original Cost Rate Base ("OCRB") of

$141 million, and the  looming maturity of a ll $60 million of the  Company's  outstanding

long-te rm debt in August 2008, the  only rea lis tic option is  to request a  post-tes t-year

adjustment to rate base and corresponding rate reclassification.

Q- Do you have any other concerns about deferred accounting treatment?
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Yes. Staff is  merely recommending that the  Company apply for deferred accounting

treatment. There  is  no a ssurance , however, tha t UNS Electric's  inves tment will be

approved into ra te  base  in a  future  proceeding. This  means  the  Company s till bears

substantial risk until a decision is rendered about BMGS. The Company cannot take the

risk that BMGS could be found imprudent in UNS Electric's next rate case even though all

the  evidence  shows tha t BMGS is  a  prudent and economica l inves tment. Also, if the

economic benefits of owning BMGS are subject to questioning in a Nature rate proceeding,

the Company may not be able to book any deferrals for financial reporting purposes even if

an accounting order is granted.

A.
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25

23 but the company wouldn't be getting additional cash in

24 from cus tome rs  if the re 's  no  ra te  cha nge .

2 0  h a ve  p u t th a t in  h is  writte n  te s timo n y a s  we ll.

21 did -- I do understand that there would be some potential

22 cash flow benefits from starting to depreciate the plant,

17 keeping the dollars within the company.

15 power marketers, which would improve cash flow?

18 testimony?

19

14 e ffe c tive ly pa ying  the ms e lve s  ra the r tha n  pa ying  outs ide

13 te s tify tha t by ha ving  Bla ck Mounta in  the y would  be

16 out the

12

10 proposal provides the company with large amounts of

11  a dd itiona l ca s h  flow.

9 amount, I mean, I have some questions about how that

8 de cre a s e  the  powe r s upply cos t re cove ry ra te  by the  s a me

7 the delivery rate by approximately 6.2 mils and to

2 does i t , s i r , to f inance the f  abi l i ty in the near term;

3  rig h t?

6 adjustment, which I  understand the proposal is to increase

5  flow.

4

1

A.

Q.

Q.

A.

Q.

But if the  compa ny is  no t re a lly ma king  a  ne t ra te

door tha t ca n 't be  re inve s te d  in  the  compa ny or

An d  is  it  fa ir  to  s a y th a t a  d e fe rra l wo u ld

But did you hear Mr. DeConcini or Mr. Larson

I'm  n o t s u re  I h e a rd  it,  b u t I th in k h e  m ig h t

And the deferral doesn't provide the cash flow,

Ge ne ra lly, a  de fe rra l would  not p rovide  ca s h

Did  you he a r tha t

And I

Dolla rs
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ll requirement impact of $60 million would be about

13 deferral of $10 million a year, it would basically be

12 $10 million a year.

10

14 approximately the same revenue requirement impact in each

15 year.

16

18 cost to UNS Electric to $80 million?

17 Black Mountain if the deferral increased the acquisition

20 you know, if the plant became not the most economic

22 became not the most economic option, I don't; believe that

21 option, or the company's proposed way of treating it

25 that there can be benefits from a utility owning its own

19

23 Staff would necessarily want to endorse that

24

2 into rate base?

3

5 deferral itself, that could result in a higher impact.

1 increase the cost of the plant when it's ultimately put

7 deferral would increase the cost of the plant by

4 And to the extent that there is cost created by the

8 approximately $10 million per year for each year of

9 deferral?

6

A.

A.

Q.

Q.

A.

Are you aware that Mr. Larson testified that a

The deferred costs would need to be addressed.

Well, I think he's saying that the revenue

Would Staff still support the acquisition of

I can't really speculate about that.

I mean, I think Staff is receptive to the f act

So it would -- if there was a

I think,

Page 1236
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We  a ls o ha ve  conce rns  re ga rding the  impa ct of de fe rre d a ccounting tre a tme nt on UNS

Ele ctric's  cus tome rs . S ince  the  non-fue l re ve nue  re quire me nt for BMGS is  a pproxima te ly

$10 million pe r ye a r, the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by the  time  a  ra te

case  could be  tiled and acted on by the  Commiss ion. By contras t, UNS Electric's  proposed

ra te  tre a tme nt of BMGS  is  de s igne d so tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l

ba la nce s  in future  ye a rs . Additiona lly, the  Compa ny would pre fe r to wa it longe r be fore

filing a nothe r ra te  ca s e . Howe ve r, due  to  ca s h  flow conce rns , the  us e  of de fe rre d

a ccounting would give  the  Compa ny no choice  but to tile  a nothe r ra te  ca se  shortly a fte r

this  proceeding is  concluded.

Q. Does Staff raise any other concerns?

Ye s . The s e  conce rns  a re  a s  fo llows :

Lack of Test-Year Spending.
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Mr. S mith - in his  Dire ct Te s timony on pa ge  88 a t line s  1 to 2 [i]t a ppe a rs

tha t only minima l, if any cos ts  have  been incurred by UNS Electric in the  te s t yea r." As  we

indica te d, UniS ource  Ene rgy De ve lopme nt Compa ny ("UEDC") is  cons tructing BMGS ,

not UNS  Ele ctric. Also, cons truction of BMGS  did not be gin until a fte r the  e nd of the  te s t

ye a r, s o ne ithe r UNS  Ele ctric, nor UEDC for tha t ma tte r, incurre d a ny cos ts  for BMGS

during the  te s t ye a r. S ince  the  cos ts  of the  pla nt will s imply dis pla ce  purcha s e d powe r

costs  when the  ra te  reclass ifica tion and post-tes t-year adjus tment is  made , the  s ignificance

of his torica l te s t-ye a r e xpe nditure s  is  difficult to unde rs ta nd in this  circums ta nce . Mr.

Smith's  s ta te me nt a bout cos ts  incurre d during the  te s t ye a r ha s  no re le va nce  to wha t the

Company is  proposing.

s ta te s  tha t, "

Ab ilitv to  Fina nc e  BMGS .

S ta ff is  a lso unclea r a s  to "how UNS Electric would be  unable  to ra ise  capita l to purchase

A.

7
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2

We  a ls o ha ve  conce rns  re ga rding the  impa ct of de fe rre d a ccounting tre a tme nt on UNS

Ele ctric's  cus tome rs . S ince  the  non-fue l re ve nue  re quire me nt for BMGS  is  a pproxima te ly

$10 million pe r ye a r, the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by the  time  a  ra te

case  could be  filed and acted on by the  Commiss ion. By contras t, UNS Electric's  proposed

ra te  tre a tme nt of BMGS  is  de s igne d so tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l

ba la nce s  in future  ye a rs . Additiona lly, the  Compa ny would pre fe r to wa it longe r be fore

filing a nothe r ra te  ca s e . Howe ve r, due  to  ca s h  flow conce rns , the  us e  of de fe rre d

a ccounting would give  the  Compa ny no choice  but to file  a nothe r ra te  ca se  shortly a fte r

this  proceeding is  concluded,

Q- Does Staff raise any other concerns?

Ye s . The s e  conce rns  a re  a s  fo llows :

Lack of Test-Year Spending.

4

Mr. S mith .- in his  Dire ct Te s timony on pa ge  88 a t line s  l to 2 - s ta te s  tha t, "[i]t a ppe a rs

tha t only minima l, if any cos ts  have  been incurred by UNS Electric in the  te s t yea r." As  we

indica te d, UniS ource  Ene rgy De ve lopme nt Compa ny ("UEDC") is  cons tructing BMGS ,

not UNS  Ele ctric. Als o, cons truction of BMGS did not begin until a fte r the  end of the  te s t

ye a r, s o ne ithe r UNS  Ele ctric, nor UEDC for tha t ma tte r, incurre d a ny cos ts  for BMGS

during the  te s t ye a r. S ince  the  cos ts  of the  pla nt will s imply dis pla ce  purcha s e d powe r

costs  when the  ra te  reclass ifica tion and post-tes t-year adjus tment is  made , the  s ignificance

of his torica l te s t-ye a r e xpe nditure s  is  difficult to unde rs ta nd in this  circums ta nce . Mr.

Smith's  s ta te me nt a bout cos ts  incurre d during the  te s t ye a r ha s  no re le va nce  to wha t the

Company is  proposing.
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Abilitv to Finance BMGS.

Staff is also unclear as to "how UNS Electric would be unable to raise capital to purchase

A.

7
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We  a ls o ha ve  conce rns  re ga rding the  impa ct of de fe rre d a ccounting tre a tme nt on UNS

Ele ctric's  cus tome rs . S ince  the  non-fue l re ve nue  re quire me nt for BMGS is  a pproxima te ly

$10 million pe r ye a r, the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by the  time  a  ra te

case  could be  filed and acted on by the  Commiss ion. By contras t, UNS Electric's  proposed

ra te  tre a tme nt of BMGS  is  de s igne d so tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l

ba la nce s  in future  ye a rs . Additiona lly, the  Compa ny would pre fe r to wa it longe r be fore

filing a nothe r ra te  ca s e . Howe ve r, due  to  ca s h  flow conce rns , the  us e  of de fe rre d

a ccounting would give the  Compa ny no choice  but to file  a nothe r ra te  ca se  shortly a fte r

this  proceeding is  concluded.
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Does Staff raise any other concerns?

Yes. These concerns are as follows:
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La c k o f Te s t-Ye a r S p e n d in g .

Mr.  S m ith  .- in  h is  Dire c t Te s tim ony on pa ge  88 a t line s  1  to  2 [i]t a ppe a rs

tha t only minima l, if a ny cos ts  ha ve  be e n incurre d by UNS  Ele ctric  in the  te s t ye a r." As  we

ind ic a te d ,  Un iS ourc e  E ne rgy De ve lopm e n t Com pa ny ("UE DC") is  c ons truc ting  BMG S ,

not UNS  Ele c tric .  Als o ,  cOns truc tion  of B MG S did not be gin until a fte r the  e nd of the  te s t

ye a r,  s o  ne ithe r UNS  E le c tric ,  no r UE DC fo r tha t m a tte r,  inc urre d  a ny c os ts  fo r BMG S

during the  te s t ye a r. S ince  the  cos ts  o f the  p la n t will s im ply d is p la ce  purcha s e d  powe r

cos ts  whe n the  ra te  re cla s s ifica tion a nd pos t-te s t-ye a r a djus tme nt is  ma de , the  s ignifica nce

of h is to rica l te s t-ye a r e xpe nditure s  is  d ifficu lt to  unde rs ta nd  in  th is  c ircum s ta nce . Mr .

S m ith 's  s ta te m e nt a bout cos ts  incurre d during the  te s t ye a r ha s  no re le va nce  to  wha t the

Com pa ny is  propos ing.

s ta tes  tha t, "

Ab ilitv to  Fina nc e  BMGS .

S ta ff is  a lso unclea r a s  to "how UNS Electric would be  unable  to ra ise  capita l to purchase

7
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1 Q- Could you expand upon thes e ris ks ?

Ye s . As s uming tha t a  long-te rm purcha s e d powe r a gre e me nt is  s igne d a nd a pprove d

be tween UNS Electric and UEDC for the  use  and output of the  BMGS, the  applica tion of

ge ne ra lly a cce pte d a ccounting principle s  ma y re quire  UNS  Ele ctric to tre a t minimum

payments  under the  purchased power agreement in a  manner s imila r to long-te rm debt or

ca pita l le a se  pa yme nts . As  a  re sult, the  Compa ny could be  re quire d to re cord a  ca pita l

le a se  obliga tion on its  ba la nce  she e t, or in the  a lte rna tive , to consolida te  the  re sults  of

UEDC (a long with its  proje ct de bt) on UNS  Ele ctric's  fina ncia l s ta te me nts . Eithe r wa y

UNS  Ele ctric could e nd up with a  la rge  de bt or ca pita l le a s e  obliga tion on its  ba la nce

shee t. In order to compensa te  for this  additiona l debt leverage , the  Company would need

to increase  its  equity inves tment in transmiss ion and dis tribution facilitie s , the reby ra is ing

the  cost of capita l on tha t part of its  business

These  accounting risks  may be  avoided if a  short or inte rmedia te  te rm purchased power

a gre e me nt is  s igne d a nd a pprove d be twe e n UNS  Ele ctric  a nd UEDC. Howe ve r

additiona l re financing risk would be  borne  by UNS Electric and its  cus tomers  unde r such

a  s ce na rio. S ince  long-te rm fina ncing could not be  locke d-in until UNS  Ele ctric e ithe r

purcha se s  the  fa cility or s igns  a  ne w long-te rm purcha se d powe r a gre e me nt, the  long

te rm cos t of ca pa city from this  fa cility would de pe nd on the  cos t of ca pita l obta ine d a t

some  future  point in time

22 Q Do you have any further comments on the alternatives available to the Company

Yes. For the  reasons  outlined above  and described furthe r be low, the  Company be lieves

that the  purchase  of this  facility and a  post-test year adjustment to ra te  base  represents  the

be s t a lte rna tive  for UNS  Ele ctric a nd its  cus tome rs . As  propose d by the  Compa ny, this

a djus tme nt to ra te  ba s e  will be  a ccomplis he d through a  ra te  re cla s s ifica tion tha t is

initia lly re ve nue  ne utra l to cus tome rs . S hould the  Commiss ion ins te a d pre fe r tha t UNS
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1 We  a ls o ha ve  conce rns  re ga rding the  impa ct of de fe rre d a ccounting tre a tme nt on UNS

Ele ctric's  cus tome rs . S ince  the  non-fue l re ve nue  re quire me nt for BMGS  is  a pproxima te ly

$10 million pe r ye a r, the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by the  time  a  ra te

case  could be  filed and acted on by the  Commiss ion. By contras t, UNS Electric's  proposed

ra te  tre a tme nt of BMGS  is  de s igne d so tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l

ba la nce s  in future  ye a rs . Additiona lly, the  Compa ny would pre fe r to wa it longe r be fore

filing a nothe r ra te  ca s e . Howe ve r, due  to  ca s h  flow conce rns , the  us e  of de fe rre d

a ccounting would give  the  Compa ny no choice  but to tile  a nothe r ra te  ca se  shortly a fte r

dies proceeding is  concluded.

Does Staff raise any other concerns?

Yes. These concerns are as follows:

Lack of Tes t-Yea r Spending .

Mr. S mith - in his  Dire ct Te s timony on pa ge  88 a t line s  1 to 2 - s ta te s  tha t, "[i]t a ppe a rs

tha t only minima l, if any cos ts  have  been incurred by UNS Electric in the  te s t yea r." As  we

indica te d, UniS ource  Ene rgy De ve lopme nt Compa ny ("UEDC") is  cons tructing BMG S ,

not UNS  Ele ctric. Also, cons truction of BMGS  did not be gin until a fte r the  e nd of the  te s t

ye a r, s o ne ithe r UNS  EIe cm'c, nor UEDC for tha t ma tte r, incurre d a ny cos ts  for BMGS

during the  te s t ye a r. S ince  the  cos ts  of the  pla nt will s imply dis pla ce  purcha s e d powe r

costs  when the  ra te  reclass ifica tion and post-tes t-year adjus tment is  made , the  s ignificance

of his torica l te s t-ye a r e xpe nditure s  is  difficult to unde rs ta nd in this  circums ta nce . Mr.

Smith's  s ta te me nt a bout cos ts  incurre d during the  te s t ye a r ha s  no re le va nce  to wha t the

Company is  proposing.
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Abilitv to Finance BMGS.

Sta ff is  a lso unclea r a s  to "how UNS Electric would be  unable  to ra ise  capita l to purchase
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1 Electric ente r into a  purchased power agreement for the  use  and output of this  facility, the

Company would endeavor to bring a  contract to the  Commiss ion for its  approva l prior to

June  2008. Amounts  pa id by UNS Electric unde r any such agreement would be  rea lized

in ra tes  in the  same manner as  any other purchased power agreement ente red into by the

Company.

111. F INANC IAL R E ALITIE S .

Q. Why is it necessary to determine rate treatment for the BMGS in this proceeding?

UNS  Ele ctric is  a  re la tive ly s ma ll compa ny with limite d fina ncia l re s ource s . The  ca pita l

ne e de d to purcha s e  this  fa cility, tota ling $60 million to $65 million, would incre a s e  the

Compa ny's  te s t ye a r ca pita liza tion by a pproxima te ly 50%. In  o rde r to  a ttra c t th is

additiona l capita l it will be  necessa ry to (i) provide  lenders  with a  reasonable  assurance  of

re pa yme nt, (ii) provide  UNS Ele ctric with a  re a sona ble  a s sura nce  tha t it will continue  to

me e t the  minimum fina ncia l ra tios  conta ine d in the  Compa ny's  cre dit a gre e me nts , a nd

(iii) provide  UNS  Ele ctric with a n opportunity to e a rn a  re a s ona ble  re turn on inve s te d

e quity ca pita l. Abs e nt a pprova l on e xpe cte d ra te  tre a tme nt, UNS  Ele ctric could not

reasonably assure  tha t any of the  above  three  objectives  would be  rea lized, so it would be

financia lly imprudent for UNS Electric to purchase  this  gene ra ting facility.
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Q- Is regulatory lag one of the key concerns for UNS Electric?

A.

A. Yes , it is . The  lag time  be tween cons truction outlays , commercia l ope ra tion and the  ra te

recognition of new genera ting facilitie s  can be  quite  long if a  pos t-te s t yea r adjus tment to

ra te  ba se  is  not a llowe d. For e xa mple , initia l pa yme nts  towa rd the  purcha se  of the  two

LM 6000 combus tion turbine s  have  a lready been made  by UEDC. S ince  the se  units  a re

not scheduled for comple tion until the  second quarte r of 2008, a  tes t year ending June  30,

2008 would ha ve  to be  use d in orde r to ge t the  full cos t of the se  units  into ra te s  on a n
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i

1

2

3

Additiona lly, it is  a s sume d tha t the  fa cility is  de pre cia te d for book purpose s  ove r a  40-

ye a r pe riod a nd is  fina nce d with the  s a me  mix a nd cos t of ca pita l a s  re fle cte d in UNS

Electric's  ra te  reques t.

4

5

6

7

8

E xh ib it KP L-1  p ro vid e s  a  s u mma ry ca lcu la tio n  o f th e  a n n u a l n o n -fu e l re ve n u e

re quire me nt re s ulting from ra te  ba s e  tre a tme nt of the  fa cility. S ince  it is  a s s ume d tha t

fue l cos ts  a re  passed on to cus tomers  in the  same  pe riod fue l cos ts  a re  incurred, no fue l

e xpe ns e  or re la te d powe r s upply re ve nue s  a re  include d in this  e xhibit. Exhibit KP L-2

9

1 0

11

1 2

s umma rize s  the  proje cte d impa ct of the  ge ne ra ting fa cility on the  utility's  income  a nd

ca s h flow. P a ge  1 of this  e xhibit a s s ume s  tha t the  fa cility is  pla ce d into ra te  ba s e

immedia te ly upon commercia l ope ra tion, while  page  2 a ssumes  tha t no non-fue l revenue

requirements are  passed on to customers until 201 l .

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

As seen on the  summary graphs  on pages  3 and 4 of Exhibit KPL-2, ope ra ting cash flow

and ne t income  a re  pos itive ly impacted if a ll or most of the  non-fue l revenue  requirement

is  re fle cte d in ra te s  a t the  time  of comme rcia l ope ra tion. The  firs t full ye a r of ope ra tion

a dds  a pproxima te ly $6 million to  utility ope ra ting ca s h flows  a nd a pproxima te ly $3

million to ne t income . Howe ve r, if ra te s  a re  not a djus te d on a  time ly ba s is , no ma te ria l

change  in opera ting cash flow occurs  despite  having an additiona l $60 million of debt and

e quity ca pita l. The  firs t fu ll ye a r re duction  to  ne t income  unde r th is  s ce na rio  is

approxima te ly $3 million. For a  company the  s ize  of UNS Electric, which ha s  foreca s ted

ne t income  of only $7 million pe r ye a r, it is  obvious  tha t time ly ra te  re cognition is  a

ma tte r of grea t importance . It is  a lso readily appa rent tha t ra te  ba se  tre a tment of owned

ge ne ra tion would provide  UNS  Ele ctric with a  s ignifica nt source  of inte rna lly ge ne ra te d

fu n d s  th a t wo u ld  imp ro ve  th e  Co mp a n y's  c re d it p ro file  a n d  its  a b ility to  fu n d

transmiss ion and dis tribution projects .

27

1 0
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Electric ente r into a  purchased power agreement for the  use  and output of this  facility, the

Company would endeavor to bring a  contract to the  Commiss ion for its  approva l prior to

June  2008. Amounts  pa id by UNS Electric unde r any such agreement would be  rea lized

in ra tes  in the  same manner as  any other purchased power agreement ente red into by the

Company.

111. F INANC IAL R E ALITIE S .

Q. Why is it necessary to determine rate treatment for the BMGS in this proceeding?

A. UNS  Ele ctric is  a  re la tive ly sma ll compa ny with limite d fina ncia l re source s . The  ca pita l

ne e de d to purcha s e  this  fa cility, tota ling $60 million to $65 million, would incre a s e  the

Compa ny's  te s t ye a r ca pita liza tion by a pproxima te ly 50%. In  o rde r to  a ttra c t th is

additiona l capita l it will be  necessa ry to (i) provide  lenders  with a  reasonable  assurance  of

re pa yme nt, (ii) provide  UNS Ele ctric with a  re a sona ble  a s sura nce  tha t it will continue  to

me e t the  minimum fina ncia l ra tios  conta ine d in the  Compa ny's  cre dit a gre e me nts , a nd

(iii) provide  UNS  Ele ctric with a n opportunity to e a rn a  re a s ona ble  re turn on inve s te d

e quity ca pita l. Abs e nt a pprova l on e xpe cte d ra te  tre a tme nt, UNS  Ele ctric could not

reasonably assure  tha t any of the  above  three  objectives  would be  rea lized, so it would be

financia lly imprudent for UNS Electric to purchase  this  gene ra ting facility.
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Q- Is regulatory lag one of the key concerns for UNS Electric?

Yes , it is . The  lag time  be tween cons truction outlays , commercia l ope ra tion and the  ra te

recognition of new genera ting facilitie s  can be  quite  long if a  pos t-te s t yea r adjus tment to

ra te  ba se  is  not a llowe d. For e xa mple , initia l pa yme nts  towa rd the  purcha se  of the  two

LM 6000 combus tion turbines  have  a lready been made  by UEDC. S ince  the se  units  a re

not scheduled for comple tion until the  second quarte r of 2008, a  tes t year ending June  30,

2008 would ha ve  to be  use d in orde r to ge t the  full cos t of the se  units  into ra te s  on a n

A.
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1 Q.

2

Could you e xpa nd upon the s e  ris ks ?

Ye s . As s uming tha t a  long-te rm purcha s e d powe r a gre e me nt is  s igne d a nd a pprove d

be tween UNS Electric and UEDC for the  use  and output of the  BMGS, the  applica tion of

ge ne ra lly a cce pte d a ccounting principle s  ma y re quire  UNS  Ele ctric to tre a t minimum

payments  under the  purchased power agreement in a  manner s imila r to long-te rm debt or

ca pita l le a se  pa yme nts . As  a  re sult, the  Compa ny could be  re quire d to re cord a  ca pita l

le a se  obliga tion on its  ba la nce  she e t, or in the  a lte rna tive , to consolida te  the  re sults  of

UEDC (a long with its  proje ct de bt) on UNS  Ele ctric's  fina ncia l s ta te me nts . Eithe r wa y,

UNS  Ele ctric could e nd up with a  la rge  de bt or ca pita l le a s e  obliga tion on its  ba la nce

shee t. In orde r to compensa te  for this  additiona l debt leve rage , the  Company would need

to increase  its  equity inves tment in transmiss ion and dis tribution facilitie s , the reby ra is ing

the  cost of capita l on tha t part of its  business .

These  accounting risks  may be  avoided if a  short or inte rmedia te  te rm purchased power

a gre e me nt is  s igne d  a nd  a pprove d be twe e n UNS  Ele ctric  a nd  UEDC. Howe ve r,

additiona l re financing risk would be  borne  by UNS Electric and its  cus tomers  unde r such

a  s ce na rio. S ince  long-te nn fina ncing could not be  locke d-in until UNS  Ele ctric e ithe r

purcha se s  the  fa cility or s igns  a  ne w long-te rm purcha se d powe r a gre e me nt, the  long-

te rm cos t of ca pa city from this  fa cility would de pe nd on the  cos t of ca pita l obta ine d a t

some  future  point in time .
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Q. Do you have any further comments on the alternatives available to the Company?

A.

A. Yes. For the  reasons  outlined above  and described furthe r be low, the  Company be lieves

that the  purchase  of this  facility and a  post-test year adjustment to ra te  base  represents  the

be s t a lte rna tive  for UNS  Ele ctric a nd its  cus tome rs . As  propose d by the  Compa ny, this

a djus tme nt to  ra te  ba s e  will be  a ccomplis he d through a  ra te  re cla s s ifica tion tha t is

initia lly re ve nue  ne utra l to cus tome rs . S hould the  Commiss ion ins te a d pre fe r tha t UNS



Electric ente r into a  purchased power agreement for the  use  and output of this  facility, the

Company would endeavor to bring a  contract to the  Commiss ion for its  approva l prior to

June  2008. Amounts  pa id by UNS Electric unde r any such agreement would be  rea lized

in ra tes  in the  same manner as  any other purchased power agreement ente red into by the

Company.

111. F INANC IAL R E ALITIE S .

Q~ Why is it necessary to determine rate treatment for the BMGS in this proceeding?

A. UNS  Ele ctric is  a  re la tive ly sma ll compa ny with limite d fina ncia l re source s . The  ca pita l

ne e de d to purcha s e  this  fa cility, tota ling $60 million to $65 million, would incre a s e  the

Compa ny's  te s t ye a r ca pita liza tion by a pproxima te ly 50%. In  o rde r to  a ttra c t th is

additiona l capita l it will be  necessa ry to (i) provide  lenders  with a  reasonable  assurance  of

re pa yme nt, (ii) provide  UNS Ele ctric with a  re a sona ble  a s sura nce  tha t it will continue  to

me e t the  minimum fina ncia l ra tios  conta ine d in the  Compa ny's  cre dit a gre e me nts , a nd

(iii) provide  UNS  Ele ctric with a n opportunity to e a rn a  re a s ona ble  re turn on inve s te d

e quity ca pita l. Abs e nt a pprova l on e xpe cte d ra te  tre a tme nt, UNS  Ele ctric could not

reasonably assure  tha t any of the  above  three  objectives  would be  rea lized, so it would be

financia lly imprudent for UNS Electric to purchase  this  gene ra ting facility.
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Q- Is regulatory lag one of the key concerns for UNS Electric?

Yes , it is . The  lag time  be tween cons truction outlays , commercia l ope ra tion and the  ra te

recognition of new genera ting facilitie s  can be  quite  long if a  pos t-te s t yea r adjus tment to

ra te  ba se  is  not a llowe d. For e xa mple , initia l pa yme nts  towa rd the  purcha se  of the  two

LM 6000 combus tion turbines  have  a lready been made  by UEDC. S ince  the se  units  a re

not scheduled for comple tion until the  second quarte r of 2008, a  tes t year ending June  30,

2008 would ha ve  to be  use d in orde r to ge t the  full cos t of the se  units  into ra te s  on a n

A.

7
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1

2

3

4

his torica l te s t ye a r ba s is . Allowing live  months  for ra te  ca s e  pre pa ra tion, a nd a nothe r

thirteen months  for ra te  case  review and hea rings , new ra tes  re flecting the  full cos t of the

turbine s  would not be  e ffe ctive  until J a nua ry 2010. From a  fina ncia l pe rs pe ctive , UNS

Ele ctric ca nnot wa it until 2010 for ra te  re cove ry on a  proje ct of this  s ize . In light of this

potentia l outcome , a s  we ll a s  the  borrowing cons tra ints  faced by UNS Electric, a  decis ion

was made  to deve lop the  peaking facility project a t UEDC .

Q. Will other aspects of this rate case have an impact on UNS Electric's ability to

purchase the BMGS?

Yes . The  outcome  of this  ra te  ca se  will have  profound e ffect on the  Company's  financia l

outlook a nd cre dit profile . S ince  the  a va ila bility of de bt a nd e quity ca pita l for ne w pla nt

inve s tme nts  will ultima te ly de pe nd on the  pe rce ive d cre ditworthine s s  of UNS  Ele ctric

and the  opportunity to ea rn a  rea sonable  re turn on inves ted equity capita l, the  Company

will not be  in a  pos ition to a cquire  a dditiona l ge ne ra ting fa cilitie s  until a  fina l orde r is

is sue d in this  proce e ding. Assuming a  fina l orde r is  is sue d by the  firs t qua rte r of 2008,

and is  supportive  of the  Company's  ove ra ll ra te  reques t and the  proposed pos t-te s t yea r

adj vestment to ra te  base , then UNS Electric should be  in a  position to purchase  the  90 MW

pe a king fa cility from UEDC a nd pote ntia lly a cquire  a dditiona l ge ne ra ting fa cilitie s  a s

opportunitie s  a rise .

Iv. LONG-TERM BENEFITS OF OWNING GENERATION.

5
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Q- What long-term benefits would be realized by UNS Electric and its customers if the

Company is able to acquire additional generating facilities?

27

As  de s cribe d in Mr. De Concini's  Dire ct Te s timony, the  Compa ny would imme dia te ly

re a lize  ce rta in ope ra ting be ne fits . In a ddition to the se  be ne fits , the  Compa ny's  inte rna l

ca s h flow s hould improve  a s  a  re s ult of pla cing ne w pla nt inve s tme nts  into ra te  ba s e .

A.

A.
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1

2

3

4

his torica l te s t ye a r ba s is . Allowing five  months  for ra te  ca s e  pre pa ra tion, a nd a nothe r

thirteen months  for ra te  case  review and hea rings , new ra te s  re flecting the  full cos t of the

turbine s  wotdd not be  e ffe ctive  until J a nua ry 2010. From a  fina ncia l pe rs pe ctive , UNS

Ele ctric ca nnot wa it until 2010 for ra te  re cove ry on a  proje ct of this  s ize . In light of this

potentia l outcome , a s  we ll a s  the  borrowing cons tra ints  faced by UNS Electric, a  decis ion

was  made  to deve lop the  peaking facility project a t UEDC.

Q, Will other aspects of this rate case have an impact on UNS Electric's ability to

purchase the BMGS?

A. Yes . The  outcome  of this  ra te  ca se  will have  profound e ffect on the  Company's  financia l

outlook a nd cre dit profile . S ince  the  a va ila bility of de bt a nd e quity ca pita l for ne w pla nt

inve s tme nts  will ultima te ly de pe nd on the  pe rce ive d cre ditworthine s s  of UNS  Ele ctric

and the  opportunity to ea rn a  rea sonable  re turn on inves ted equity capita l, the  Company

will not be  in a  pos ition to a cquire  a dditiona l ge ne ra ting fa cilitie s  until a  fina l orde r is

is sue d in this  proce e ding. Assuming a  fina l orde r is  is sue d by the  firs t qua rte r of 2008,

and is  supportive  of the  Company's  ove ra ll ra te  reques t and the  proposed pos t-te s t yea r

adjustment to ra te  base , then UNS Electric should be  in a  position to purchase  the  90 MW

pe a king fa cility from UEDC a nd pote ntia lly a cquire  a dditiona l ge ne ra ting fa cilitie s  a s

opportunitie s  a rise .

Iv . LO NG -TE R M B E NE F ITS O F  O W NING  G E NE RATIO N.
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2 0

2 1
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2 3

2 4

Q. What long-term benefits would be realized by UNS Electric and its customers if the

Company is able to acquire additional generating facilities?

25

26

27

As described in Mr. DeConcini's  Direct Testimony, the  Company would immediate ly

realize certain operating benefits. In addition to these benefits, the Company's internal

cash flow should improve as a  result of placing new plant investments into rate  base.

A.

8
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1

2

3

4

5

6

a nd 19 through 22 - s ta te s  tha t "[the  Compa ny's ] propos a l is  contra ry to ne a rly e ve ry

ra te -ma king principa l to which Arizona  a dhe re s . It viola te s  the  known a nd me a s ura ble

principa l, the  matching principa l, the  his torica l te s t yea r principa l, and the  used and use ful

principa l. The  propos a l a ls o would circumve nt the  highe r le ve l of s crutiny typica lly

a fforde d re la te d pa rty tra ns a ctions  a nd, in la rge  pa rt, pre -de te rmine  pe nde ncy." We

be lieve  the  present facts  and practica l circumstances  described in our proposa l jus tify the

Company's  pos ition.

Please address each of RUCO's concerns.

I will addre ss  each of RUCO's  theore tica l conce rns  individua lly.

7

8

9 Q.

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Known and measurable principal.

The  cos ts  of BMGS will be  known prior to the  ra te  re cla ss ifica tion. As  s ta te d a bove , the

Company's  proposed adjus tment to ra te  base  re flects  the  minimum cos t e s tima te  of $60

million, we  a re  propos ing a  known a nd re a sona bly me a sura ble  - a nd minima l - cos t. As

of June  30, 2007, a pproxima te ly $33 million ha d be e n spe nt on BMGS . Eve n if a ctua l

project cos ts  exceed this  amount, UNS Electric is  not seeking ra te  base  trea tment for any

a dditiona l a mount in this  ca s e , it will wa it until the  Compa ny's  ne xt ge ne ra l ra te  ca s e .

Following the  purchase  of the  project by UNS Electric, and upon commercia l ope ra tion of

the  fa cility, the  Compa ny will provide  the  Commis s ion with a  proje ct comple tion re port

de ta iling the  cos t of comple tion a nd the  re s ults  of pre -comme rcia l te s ting. Thirty da ys

a fte r this  report has  been filed, or on June  i, 2008 if the  project is  comple ted prior to May

1, 2008, the  Compa ny would the n imple me nt the  ra te  re cla s s ifica tion de scribe d a bove .

The  Compa ny is  not propos ing tha t the  pos t-te s t-ye a r a djus tme nt of BMGS  ta ke  e ffe ct

until a fte r the  fa cility is  providing e le ctricity to UNS  Ele ctric's  cus tome rs  (i. e . use d a nd

use ful.) Furthe r, no one  dispute s  tha t the  plant is  going to se rve  exis ting cus tomers  a s  of

J une  I, 2008 be ca us e  tha t is  whe n the  P WCC purcha s e d powe r contra ct e xpire s . In

10



1 addition, the  Commiss ion s till ha s  the  authority to review of cons truction cos ts  to ensure

they are  prudent in the  next ra te  case .

Matching principal.

The  Company's  ra te  recla ss ifica tion proposa l is  des igned to e xa ctly ma tch the  timing of

ra te  re cove ry with purcha se d powe r cos t a voida nce . The  e ffe ct of this  pos t-te s t-ye a r

a djus tme nt is  to  a dd a pproxima te ly $10 million to the  Compa ny's  non-fUe l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba se  powe r supply ra te . If UNS  Ele ctric a cquire s  BMGS , it ca n

re duce  the  ba se  powe r supply ra te  be ca use  the  Compa ny will (l) a void buying up to 90

MW of whole sa le  marke t capacity, (2) have  a  la rge  portion of required ancilla ry se rvices ;

a nd (3) ha ve  a  s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to BMGS '

loca tion. Aga in , the  p la n t would  s e rve  e xis ting  cus tome rs , pa rticu la rly g ive n  the

e xpira tion of the  P WCC contra ct a t the  e nd of Ma y 2008, BMGS  is  not a  "re ve nue

e nha nce r" to s imply a ddre s s  future  growth a s  RUCO s e e ms  to s ugge s t without a ny

support. So, this  is  a  ca se  whe re  abiding by RUCO's  s trict inte rpre ta tion of the  ma tching

principle  would mean the  Company and its  cus tomers  would miss  out on the  opportunity

to obta in both financia l and opera tiona l benefits  from ra te  basing BMGS .
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Historical test year principal.

The  P WCC contra ct, which  curre n tly s upplie s  ne a rly a ll o f UNS  Ele ctric 's  e ne rgy

requirements , did not expire  during the  tes t year. The  PWCC contract expires  on May 3 l ,

2008 and UNS Electric mus t begin procuring ene rgy or gene ra tion now to supply nea rly

a ll of its  cus tomers ' ene rgy demand beginning June  l, 2008. UNS Electric does  not have

the  luxury of wa iting  until 2010 for non-fue l cos t re cove ry for a n  a s s e t tha t would

11



1

2 The

3

4

increase  the  Company's  tes t-year OCRB by 43% and requires  financing tha t would

incre a s e  the  Compa ny's  te s t ye a r ca pita liza tion by a pproxima te ly 50%.

Commiss ion's  regula tions  a llow for pro forma adjus tments  when appropria te . The

Company believes that such an adjustment is appropriate in this situation.

5

6 Used and useful principal.

7

8

9

Upon receipt of the completion report of BMGS, the Commission will confirm that the

asset is used and useful. No one disputes that the plant will serve existing customers once

in commercial operation, starting June 1, 2008. The proposed rate reclassification will not

occur until the Commission reviews this report.10

11

12

13

14

Re la ted  pa rty trans ac tion .

UNS  Ele ctric ha s  committe d to a cquiring BMGS at cos t from UEDC. UNS  Ele ctric  is

open to a  full a  prudence review of those  costs  in the  next ra te  case .

15

16 Pre-determination of prudence.

1 7

1 8

19

20

The only "pre-determination" being sought by UNS Electric is  tha t the  acquis ition of

BMGS is in the public interest. The financial and operating benefits are summarized in

this testimony and are fully addressed in my Direct Testimony and in Mr. DeConcini's

Direct Testimony. The Commission maintains its authority to review construction costs

in its next rate case.21

22

23

24

Q. What is RUCO's recommendation?

25

26

In her Direct Testimony at page 8 at line 14 through page 9 at line 1 ... Ms. Diaz Cortez

for RUCO recommends that UNS Electric enter into a purchased power agreement with

UEDC to acquire  the  output of BMGS, and then file  a  reques t for the  acquis ition of

BMGS in a rate case.27

A.

1 2
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1 orders . The  re a s on  tha t the  Compa ny is  re que s ting  a  to ta l o f $80  million  of ne w

2

3

4

5

6

7

8

fina ncing a uthority is  tha t UNS  Ele ctric will ne e d s ome  fle xibility in  de te rmining the

e xa ct mix of de bt a nd e quity ca pita l to use . The  fina l de cis ion on which ca pita l source s

to us e  will de pe nd on the  cos t of de bt a t tha t time , a s  we ll a s  the  Compa ny's  a bility to

ma inta in a  re a s ona bly ba la nce d ca pita l s tructure  a fte r the  purcha s e  is  ma de . The

Applica tion conta ins  a  more  spe cific de scription of the  fina ncing tra nsa ctions  tha t UNS

Ele ctric is  re que s ting a uthority to e nte r into. UNS  Ele ctric is  re que s ting tha t a uthority in

conjunction with this  ra te  case .

9

1 0 Q. Could you describe the debt securities the Company would issue.

11

12

13

14

Yes . The  Company is  seeking the  authority to is sue  up to $40 million in debt securitie s , in

a ddition to a ny inde bte dne s s  a ris ing out of tra nsa ctions  de scribe d in our Applica tion for

Fina ncing Orde r in Docke t No. E-04204A-06-0493, which is  curre ntly pe nding be fore  the

Commiss ion. Th e  Co mp a n y is  re q u e s tin g  th e  a u th o rity in  th is  d o cke t d ire c tly in

connection with its  proposed purchase  of BMGS.15

16

17 Q. Could this debt be in different forms?

18

19

20

21

22

Ye s . De pe nding on ma rke t conditions , the  de bt would e ithe r be  ne w long-te rm de bt, or

new short-te rm or inte rmedia te -te rm debt. In the  la tte r ca se , UNS Electric would intend to,

a nd is  s e e king a uthoriza tion a llowing it to re fina nce  the  s hort-te rm or inte rme dia te -te rm

de bt with ne w long-te rm de bt whe n ma rke t conditions  be come  more  fa vora ble  for the

Company to issue  long-te rm debt.

23

24 Q. What do you anticipate the terms of the long-term debt will be?

25 A.

26

The  te rms  of this  ne w long-te rm de bt will be  de pe nde nt on both the  ma rke t conditions  a t

the  time  o f is s ua nce  a nd  the  inve s to rs ' o r le nde rs ' a s s e s s me n t o f UNS  Ele c tric 's

27 cre ditworthine ss . But the  Compa ny e xpe cts  tha t it would is sue  ne w long-te rm de bt with a

A.

A.

1 5
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1 orde rs . The  rea son tha t the  Company is  reques ting a  tota l of $80 million of new

2

3

4

5

6

7

8

financing authority is  tha t UNS Electric will need some flexibility in de te rmining the

exact mix of debt and equity capital to use. The final decision on which capital sources

to use will depend on the cost of debt at that time, as well as the Company's  ability to

mainta in a  reasonably ba lanced capita l s tructure  a irer the  purchase  is  made. The

Application contains a more specific description of the financing transactions that UNS

Electric is requesting authority to enter into. UNS Electric is requesting that authority in

conjunction with this rate case.

9

10

11

Q. Could you describe the debt securities the Company would issue.

Yes. The Company is seeking the authority to issue up to $40 million in debt securities, in

12

13

14

addition to any indebtedness arising out of transactions described in our Application for

Financing Order in Docket No. E-04204A-06-0493, which is currently pending before the

in this  docke t dire ctly inCommission.

15

The  Company is  reques ting the  authority

connection with its proposed purchase of BMGS .

16

17 Q-

18 A.

1 9

Could this debt be in different forms?

Yes. Depending on market conditions, the debt would either be new long-term debt, or

new short-term or intermediate-term debt. In the latter case,UNS Electric would intend to,

20 and is seeking authorization allowing it to refinance the short-term or intermediate-term

2 1

22

debt with new long-term debt when market conditions become more  favorable  for the

Company to issue long-term debt.

23

24 Q- What do you anticipate the terms of the long-term debt will be?

25

26

27

The terms of this new long-term debt will be dependent on both the market conditions at

the  time  of is s ua nce  a nd the  inve s tors ' or le nde rs ' a s s e s s me nt of UNS Ele ctric's

creditworthiness. But the Company expects that it would issue new long-term debt with a

A.

A.

1 5



1

2

3

4

5

6

7

ma turity of five  to thirty ye a rs  a t a  fixe d ra te  of inte re s t. The  principa l would like ly be  due

in a  s ingle  pa yme nt a t ma turity, a lthough the re  is  the  pos s ibility tha t the re  ma y be  some

re quire d principa l a mortiza tion or more  tha n one  ma turity da te . Als o, the  de bt ma y be

issued in the  public marke ts  or in a  priva te  placement, and it may be  is sued in connection

with a  re fina ncing of s hort-te rm or inte rme dia te -te rm de bt de s cribe d be low. Fina lly this

de bt ma y be  uns e cure d, s e cure d by the  a s s e ts  be ing purcha s e d with the  fina ncing, or

secured on the  same basis  as other secured borrowings a t UNS Electric.

8

9 Q. Please describe how the debt would be secured if it were to be secured.

1 0 A.

11

1 2

1 3

1 4

UNS  Ele ctric is  s e e king Commis s ion a uthority to e nte r into s e curity a gre e me nts  which

gra nt lie ns  on s ome  or a ll of its  prope rtie s  to  provide  s e curity in  conne ction with the

financing transactions  described here in. The  debt may be  secured by the  BMGS asse ts , or

it may be  secured by a  mortgage  lien on a ll of its  prope rtie s , including prope rtie s  acquired

afte r the  da te  of the  grant of the  lien.

1 5

Q. What about the terms of any short-term or intermediate-term debt the Company

would issue instead of long-term debt?

16

17

18 A.

19

20

21

22

23

24

25

26

27

The  te rms  of ne w s hort-te rm or in te rme dia te -te rm de bt a ls o  will de pe nd on  ma rke t

conditions  a t the  time  of is s ua nce , a nd a ls o on le nde rs ' a s s e s s me nt of UNS  Ele ctric's

creditworthiness . UNS Electric expects  tha t it would is sue  new short-te rm or inte rmedia te -

te rm de bt with a  ma turity of one  month to five  ye a rs . The  inte re s t pa ya ble  on this  de bt

would like ly be  a t a  va ria ble  ra te  of inte re s t, but it ma y be  fixe d de pe nding on ma rke t

conditions . The  principa l would like ly be  due  in a  s ingle  pa yme nt a t ma turity, a lthough

the re  may be  some  required principa l amortiza tion. The  debt may be  unsecured, secured

by the  a sse ts  be ing purchased with the  financing, or secured on the  same  bas is  a s  othe r

se cure d borrowings  a t UNS  Ele ctric. If s e cure d, the  Compa ny e xpe cts  the  se curity to be

the  same as the  security for the  long-term debt as l described above.

1 6



1 Q- Why is the Company seeking the authority to issue long-term debt, as well as short

or intermediate-term debt in this application

orThe  Compa ny wa nts  to ha ve  the  fle xibility to is s ue  e ithe r long-te rm, s hort-

intermedia te-term debt in order to take  optimum advantage of market conditions . For

instance, it might be more advantageous to issue short- or intermediate-term debt. for a

period of up to five years, until market conditions become more favorable . At that time

the Company would refinance that debt with new long-term debt

9 Q Is UNS Electric also seeking the authority to receive additional equity contributions

up to $40 million?

Yes. The  Company is  seeking the  authority to rece ive  up to $40 million of additiona l

equity contributions from its  ultimate  parent company, UniSource Energy Corporation

The additional equity authorized here  would be over and above any contributions that

could otherwise be made under Commission rules and orders. This  equity contribution

would be for the purpose of the Company's purchase of BMGS. This authority will a lso

allow the Company to maintain a balanced capital structure

1 8 Q Is  this  financing neces sary for UNS Electric to purchase the BMGS?

Yes. The Company needs to finance  the  purchase  of BMGS with additional debt and

equity. We believe that the financial and operational benefits of having UNS Electric own

BMGS also justifies the additional financing authority requested here

23 Q. Specifically, what approval is the Company requesting from the Commission in

connection with the financing of the purchase of BMGS?

UNS Electric is requesting that the Commission

Approve its financing request in conjunction with this rate case

1 7
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1

2

ma turity of five  to thirty ye a rs  a t a  fixe d ra te  of inte re s t. The  principa l would like ly be  due

in a  s ingle  pa yme nt a t ma turity, a lthough the re  is  the  pos s ibility tha t the re  ma y be  some

re quire d principa l a mortiza tion or more  tha n one  ma turity da te , Als o, the  de bt ma y be

issued in the  public marke ts  or in a  priva te  placement, and it may be  is sued in connection

with a  re fina ncing of s hort-te rm or inte rme dia te -te rm de bt de s cribe d be low. Fina lly this

de bt ma y be  uns e cure d, s e cure d by the  a s s e ts  be ing purcha s e d with the  fina ncing, or

secured on the  same basis  as other secured borrowings a t UNS Electric.

Q. Please describe how the debt would be secured if it were to be secured.

UNS  Ele ctric is  s e e king Commis s ion a uthority to e nte r into s e curity a gre e me nts  which

gra nt lie ns  on s ome  or a ll of its  prope rtie s  to  provide  s e curity in  conne ction with the

financing transactions  described here in. The  debt may be  secured by the  BMGS asse ts , or

it may be  secured by a  mortgage  lien on a ll of its  prope rtie s , including prope rtie s  acquired

afte r the  da te  of the  grant of the  lien.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. What about the terms of any short-term or intermediate-term debt the Company

would issue instead of long-term debt?

The  te rms  of ne w s hort-te rm or in te rme dia te -te rm de bt a ls o  will de pe nd on  ma rke t

conditions  a t the  time  of is s ua nce , a nd a ls o on le nde rs ' a s s e s s me nt of UNS  Ele ctric's

creditworthiness . UNS Electric expects  tha t it would is sue  new short-te rm or inte rmedia te -

te rm de bt with a  ma turity of one  month to live  ye a rs . The  inte re s t pa ya ble  on this  de bt

would like ly be  a t a  va ria ble  ra te  of inte re s t, but it ma y be  fixe d de pe nding on ma rke t

conditions . The  principa l would like ly be  due  in a  s ingle  pa yme nt a t ma turity, a lthough

the re  may be  some  required principa l amortiza tion. The  debt may be  unsecured, secured

by the  a sse ts  be ing purchased with the  financing, or secured on the  same  ba s is  a s  othe r

se cure d borrowings  a t UNS  Ele ctric. If s e cure d, the  Compa ny e xpe cts  the  se curity to be

the  same as the  security for the  long-term debt as I described above.

A.

A.

1 6
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1

2

3

4

5

6

7

ma turity of five  to dirty ye a rs  a t a  fixe d ra te  of inte re s t. The  principa l would like ly be  due

in a  s ingle  pa yme nt a t ma turity, a lthough the re  is  the  pos s ibility tha t the re  ma y be  some

re quire d principa l a mortiza tion or more  tha n one  ma turity da te . Als o, the  de bt ma y be

issued in the  public ma rke ts  or in a  priva te  placement, and it may be  is sued in connection

with a  re fina ncing of s hort-te rm or inte rme dia te -te rm de bt de s cribe d be low. Fina lly this

de bt ma y be  uns e cure d, s e cure d by the  a s s e ts  be ing purcha s e d with the  fina ncing, or

secured on the  same basis  as other secured borrowings a t UNS Electric.

8

9 Q. Please describe how the debt would be secured if it were to be secured.

10

11

A.

12

13

14

UNS  Ele ctric is  s e e king Commis s ion a uthority to e nte r into s e curity a gre e me nts  which

gra nt lie ns  on s ome  or a ll of its  prope rtie s  to  provide  s e curity in  conne ction with the

financing transactions  described here in. The  debt may be  secured by the BMGS assets, or

it may be  secured by a  mortgage  lien on a ll of its  prope rtie s , including prope rtie s  acquired

a lte r the  da te  of the  grant of the  lien.

15

16

17

Q- What about the terms of any short-term or intermediate-term debt the Company

would issue instead of long-term debt?

18

19

20

21

22

23

24

25

26

27

The  te rms  of ne w s hort-te rm or in te rme dia te -te rm de bt a ls o  will de pe nd on  ma rke t

conditions  a t the  time  of is s ua nce , a nd a ls o on le nde rs ' a s s e s s me nt of UNS  Ele ctric's

creditworthiness . UNS Electric expects  tha t it would is sue  new short-te rm or inte rmedia te -

te rm de bt with a  ma turity of one  month to five  ye a rs . The  inte re s t pa ya ble  on this  de bt

would like ly be  a t a  va ria ble  ra te  of inte re s t, but it ma y be  fixe d de pe nding on ma rke t

conditions . The  principa l would like ly be  due  in a  s ingle  pa yme nt a t ma turity, a lthough

the re  may be  some  required principa l amortiza tion. The  debt may be  unsecured, secured

by the  a sse ts  be ing purcha se d with the  fina ncing, or se cure d on the  sa me  ba s is  a s  othe r

se cure d borrowings  a t UNS  Ele ctric. If s e cure d, the  Compa ny e xpe cts  the  se curity to be

the  same as the  security for the  long-term debt as I described above.

A.

1 6
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ma turity of five  to thirty ye a rs  a t a  fixe d ra te  of inte re s t. The  principa l would like ly be  due

in a  s ingle  pa yme nt a t ma turity, a lthough the re  is  the  pos s ibility tha t the re  ma y be  some

re quire d principa l a mortiza tion or more  tha n one  ma turity da te . Als o, the  de bt ma y be

issued in the  public marke ts  or in a  priva te  placement, and it may be  is sued in connection

with a  re fina ncing of s hort-te rm or inte nne dia te -te rm de bt de s cribe d be low. Fina lly this

de bt ma y be  uns e cure d, s e cure d by the  a s s e ts  be ing purcha s e d with the  fina ncing, or

8

9

10

11

Q. Please describe how the debt would be secured if it were to be secured.

12

13

14

UNS  Ele ctric is  s e e king Commis s ion a uthority to e nte r into s e curity a gre e me nts  which

gra nt lie ns  on s ome  or a ll of its  prope rtie s  to  provide  s e curity in  conne ction with the

financing transactions  described he re in. The  debt may be  secured by the  BMGS asse ts , or

it may be  secured by a  mortgage  lien on a ll of its  prope rtie s , including prope rtie s  acquired

afte r the  da te  of the  grant of the  lien.

15

16

17

Q. What about the terms of any short-term or intermediate-term debt the Company

would issue instead of long-term debt?

18

19

20

21

22

23

24

25
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27

A.

A.

The  te rms  of ne w s hort-te rm or in te rme dia te -te rm de bt a ls o  will de pe nd on  ma rke t

conditions  a t the  time  of is s ua nce , a nd a ls o on le nde rs ' a s s e s s me nt of UNS  Ele ctric's

creditworthiness . UNS Electric expects  tha t it would is sue  new short-te rm or inte rmedia te -

te rm de bt with a  ma turity of one  month to five  ye a rs . The  inte re s t pa ya ble  on this  de bt

would like ly be  a t a  va ria ble  ra te  of inte re s t, but it ma y be  fixe d de pe nding on ma rke t

conditions . The  principa l would like ly be  due  in a  s ingle  pa yme nt a t ma turity, a lthough

the re  may be  some  required principa l amortiza tion. The  debt may be  unsecured, secured

by the  a sse ts  be ing purchased with the  financing, or secured on the  same  bas is  a s  othe r

se cure d borrowings  a t UNS  Ele ctric. If s e cure d, the  Compa ny e xpe cts  the  se curity to be

the  same as the  security for the  long-term debt as I described above.
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1 Q.

2

3 A.

4

5

6

7

Why is  the  Compa ny s e e king  the  a u thority to  is s ue  long-te rm de b t, a s  we ll a s  s hort-

or in te rmedia te -te rm debt in  th is  applica tion?

Th e  C o mp a n y wa n ts  to  h a ve  th e  fle xib ility to  is s u e  e ith e r lo n g -te rm ,  s h o rt- o r

inte rme dia te -te rm de bt in orde r to ta ke  optimum a dva nta ge  of ma rke t conditions . For

ins ta nce , it might be  more  a dva nta ge ous  to is sue  short- or inte rme dia te -te rm de bt, for a

pe riod of up to five  ye a rs , until ma rke t conditions  be come  more  fa vora ble . At tha t time ,

the  Company would re finance  tha t debt with new long-te rm debt.

8

9 Q- Is UNS Electric also seeking the authority to receive additional equity contributions

1 0 up to  $40 million?

A. Ye s . The  Compa ny is  s e e king the  a uthority to re ce ive  up to $40 million of a dditiona l

e quity contributions  from its  ultima te  pa re nt compa ny, UniS ource  Ene rgy Corpora tion.

The  a dditiona l e quity a uthorize d he re  would be  ove r a nd a bove  a ny contributions  tha t

could othe rwise  be  made  unde r Commiss ion rule s  and orde rs . This  e quity contribution

would be  for the  purpos e  of the  Compa ny's  purcha s e  of BMGS . This  a uthority will a ls o

a llow the  Company to mainta in a  ba lanced capita l s tructure .

Q. Is this financing necessary for UNS Electric to purchase the BMGS?

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9 A.

20

21

Ye s . The  Compa ny ne e ds  to fina nce  the purchase of BMGS  with  a dditiona l de bt a nd

e quity. We  be lie ve  tha t the  fina ncia l a nd ope ra tiona l be ne fits  of ha ving UNS Ele ctric own

BMGS a lso jus tifie s  the  additiona l financing authority reques ted he re .

22

23

24

Q- Specifically, what approval is the Company requesting from the Commission in

connection with the financing of the purchase of BMGS?

25 UNS Electric is  reques ting tha t the  Commiss ion:

26 Approve  its  financing request in conj unction with this  ra te  case .

27

A.

1.

1 7
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Direct TestiMony of Alexander S hade  Igvve
Docke t No. E-04204A-06-0783
Page 5

1 S ta fFs  re comme nde d ca pita l s tructure . The  s ce na rio de s cribe d a bove  will re s ult in a

2

3

ca pita l s tructure  tha t is  cons is te nt with the  Colnpa ny's  e xpre s s e d inte nt to ma inta in a

ba lanced capita l s tructure , subsequent to the  conclusion of this  transaction.

4

5 Q,

6

Please comment on the Company's proposal to issue a mix of short-term,

intermediate-term and long-term debt.

7

8

9

1 0

11

12

S ta ff a gre e s  with UNS ' a sse rtion tha t it ma y be  prude nt to is sue  a  mix of de bt fina ncing,

cons is ting of s hort-te rm , inte rm e dia te -te rm  a nd long-te rm  de bt,  in  orde r to optim ize

preva iling marke t conditions . Also, S ta ff accepts  the  Company's  request for authoriza tion

to  re fina nce  a ny s hort-te rm  a nd  in te rm e dia te -te nn  de b t,  is s ue d  in  re la tion  to  th is

a pplica tion, to long-te rm de bt, without furthe r Commiss ion a uthoriza tion. To re que s t the

Compa ny to file  for prior Commis s ion a uthoriza tion be fore  re fina ncing a ny propos e d

13 sho1*t-term and intermediate-term debt, to long-term debt, could be burdensome and

1 4

15

1 6

pre clude  the  Compa ny from ta king a dva nta ge  of fluid ma rke t conditions . Howe ve r, S ta ff

re comme nds  tha t a ny future  re fina nce  of short-te rm a nd inte rme dia te -te rm de bt is sue d

unde r this  docke t should be  communica ted to the  Commiss ion within 60 days  of close  of

1 7 the transaction.

1 8

1 9 Q.

20

Did Staff calculate any tiuancial parameters in relation to UNS' request for

authorization to issue debt?

2 1

22

23

24

25

A.

A.

ra tio or Time s  Inte re s t Ea rne d Ra tio ("TIER"), for de te rmining a  utility's  a bility to se rvice

its  de bt obliga tions . S ta ft"s  a bility to ca lcula te  DS C a nd TIER on UNS ' propose d de bt

fina nc ing is  ha ins trung by the  ge ne ra l na ture  of its  a pplica tion. For e xa m ple , the

Company's  request indica tes  issuance  of up to $40 million in new debt financing, which is
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Dire ct Te s tim ony of Ale xa nde r S ha de  Iggie
Docke t No. E-04204A-06-0-83
Page  6

1 Als o ,

2

ne ithe r s pe cific  a s  to the  e xa ct de bt a m ount nor com pos ition of the  propos e d de bt.

the  othe r fa ctors  such a s  inte re s t ra te s  a nd dura tions , a re  va gue  a t this  time .

4 Q- Please explain the terms DSC ratio and TIER.

5

6

7

8

9

A DSC represents the number of times internally generated cash flow covers debt service

(principal and interest) on debt financing. A DSC greater than 1.0 indicates that operating

cash flow is adequate to md<e interest and principal payments on long-term debt. A DSC

less than 1.0 indicates that cash flow generated from operations may not be adequate to

fulfill debt obligations, and that funds from other sources may be required to avoid

10 de fa ult-

12

13

14

TIER re pre s e nts  the  num be r of tim e s  ope ra ting  incom e  will cove r in te re s t e xpe ns e  on

long-te rm  de bt. A TIER gre a te r tha n  1 .0  m e a ns  tha t ope ra ting  incom e  is  s uffic ie n t to

ma ke  inte re s t pa yme nt on de bt.

15

16 Q-

17

18

19

Do e s  S ta ff re c o mme n d  a n y DSC o r TIER in  th is  p ro c e e d in g ?

Ye s . Although, the  DS C a nd TIER re la ting  to  UNS ' propos e d de bt fina nc ing ca nnot be

de te rm ine d a t th is  tim e , for the  re a s ons  dis cus s e d a bove , S ta ff re com m e nds  tha t UNS

de mons tra te  tha t it me e ts  a  minimum DSC a nd a  TIER, e qua l to or gre a te r tha n 1.0, a t the

20 time  of each debt issuance .

21

22 RECOMMENDATION

23 Q. What is  S taff's  recommend ing  regard ing  UNS p ropos ed  financing?

24

3

A.

A.

A.

Staff recommends the following:


